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ABSTRACT
U n q u e s t i o n a b l y ,  t h e  f e d e r a l  income t a x  c h a r g e  h a s  become one o f  
t h e  most s i g n i f i c a n t  f i n a n c i a l  b u r d e n s  o f  U. S.  c o r p o r a t i o n s .  Fo r  
t h i s  r e a s o n ,  t h e  a c t i o n  o f  management,  i n v e s t o r s - - b o t h  p r e s e n t  and 
p o t e n t i a l - - c r e d i t o r s ,  l a b o r  o r g a n i z a t i o n s ,  and gove rnm en t  a g e n c i e s  a r e  
i n f l u e n c e d  t o  a l a r g e  d e g r e e  by t h e  r e s u l t i n g  income t a x  c o n s e q u e n c e s  
o f  a l t e r n a t i v e  c o u r s e s  o f  a c t i o n .  Each o f  t h e s e  g ro u p s  have  a 
c r i t i c a l  need to  be  in fo rm ed  a s  t o  th e  im p ac t  o f  f e d e r a l  income t a x e s  
on t h e  e n t e r p r i s e s 1s o p e r a t i o n s  and f i n a n c i a l  p o s i t i o n  o f  th e  p a s t ,  
p r e s e n t ,  and f u t u r e .
The p r e m is e  o f  t h i s  s tu d y  i s  t h a t  f i n a n c i a l  a c c o u n t i n g  has  f a i l e d  
t o  d e v e l o p  r e a l i s t i c ,  l o g i c a l ,  and p r a c t i c a l  s o l u t i o n s  t o  c e r t a i n  
p ro b le m s  o f  r e p o r t i n g  t h e  f i n a n c i a l  im p a c t  o f  t h e  c o r p o r a t e  income 
t a x  c h a r g e ,  p a r t i c u l a r l y  when t h e r e  i s  a d i f f e r e n c e  in  t i m i n g  o f  
r e v e n u e  and d e d u c t i o n s  f o r  a c c o u n t i n g  and t a x  p u r p o s e s .  The p u r p o s e  
o f  t h i s  i n v e s t i g a t i o n  h a s  been  t o  d e t e r m i n e  t h e  a p p r o p r i a t e  r e p o r t i n g  
t r e a t m e n t  o f  t h e  income t a x  c h a r g e  which would b e s t  f u l f i l l  t h e  
u t i l i t a r i a n  r o l e  o f  f i n a n c i a l  r e p o r t i n g  to  t h i r d  p a r t i e s  and a t  t h e  
same t im e  be c o n s i s t e n t  w i t h  t h e  e x i s t i n g  framework  o f  a c c o u n t i n g  
t h e o r y .
In  o r d e r  t o  p r o v i d e  a framework f o r  e v a l u a t i n g  e x i s t i n g  p r a c t i c e  
and t h e o r y ,  t h i s  i n v e s t i g a t i o n  f i r s t  h i g h l i g h t e d  t h e  key  a s p e c t s  o f  
(1) th e  p u r p o s e  o f  f i n a n c i a l  r e p o r t i n g ,  and (2) t h e  t h e o r e t i c a l
xi
s t r u c t u r e  o f  t h e  b a l a n c e  s h e e t  and income s t a t e m e n t .  I t  was s u g g e s t e d  
t h a t  t h e  p u r p o s e  o f  f i n a n c i a l  r e p o r t i n g  i s  to  p r e s e n t  i n  a c o n c i s e  form 
r e l i a b l e ,  r e l e v a n t  i n f o r m a t i o n  c o n c e r n i n g  t h e  f i n a n c i a l  a f f a i r s  o f  an 
e n t e r p r i s e  which  may i n f l u e n c e  t h e  r e a d e r  i n  d e r i v i n g  c o n c l u s i o n s  
c o n c e r n i n g  th e  e a r n i n g  p o t e n t i a l  and p r e s e n t  f i n a n c i a l  p o s i t i o n  o f  th e  
e n t e r p r i s e .
H i s t o r i c a l l y ,  a c c o u n t a n t s  have  been  d i v i d e d  i n  o p i n i o n  a s  to  
w h e th e r  t h e  income t a x  c h a r g e  i s  a c o s t  o r  a d i s t r i b u t i o n  o f  p r o f i t .  
Because  o f  t h e  i m p l i c a t i o n s  o f  e i t h e r  v i e w p o i n t ,  t h i s  s t u d y  made a 
b r i e f  e x a m i n a t i o n  o f  t h e  a c c o u n t i n g  and  economic n a t u r e  o f  t h e  a n n u a l  
income t a x  c h a r g e .  The c o n c l u s i o n s  r e a c h e d  s u g g e s t s  t h a t  t h e  income 
t a x  c h a r g e  i s  an  e x p e n s e  and n o t  a s h a r i n g  o f  p r o f i t  and s h o u ld  be  
r e p o r t e d  a c c o r d i n g l y .
The n e x t  s e c t i o n  o f  t h e  s t u d y  c o n c e rn e d  t h e  p rob lem  o f  i n t e r p e r i o d  
t a x  a l l o c a t i o n .  T h i s  p ro b le m  i s  c au se d  by  a d i f f e r e n c e  i n  t h e  t im in g  
o f  t h e  i n c l u s i o n  o f  r e v e n u e  a n d / o r  d e d u c t i o n s  f o r  f i n a n c i a l  and t a x  
a c c o u n t i n g .  T h i s  s t u d y  s y n t h e s i z e d  t h e  a rg u m e n t s  em b ra c in g  i n t e r ­
p e r i o d  t a x  a l l o c a t i o n  and c o n c lu d e d  t h a t  t h e  p r a c t i c e  o f  a l l o c a t i o n  
r e s u l t s  i n  a more u s e f u l  and a c c u r a t e l y  m easu red  e a r n i n g s  f i g u r e .  The 
recom m enda t ion  o f  t h i s  i n v e s t i g a t i o n  i s  t h a t  t h e  d e f e r r e d  t a x  a c c o u n t s  
a r i s i n g  from t i m i n g  d i f f e r e n c e s  be  r e l a t e d  t o  t h e  a c c o u n t  which  gave  
r i s e  t o  t h e  d e f e r r a l  i n  t h e  f i r s t  i n s t a n c e .
I t  i s  g e n e r a l l y  a g r e e d  t h a t  t h e  r o l e  o f  t h e  i n v e s t m e n t  t a x  c r e d i t  
i n  f i n a n c i a l  r e p o r t i n g  i s  i n  a s t a t e  o f  c o n f u s i o n  a t  t h i s  t i m e .  S in c e  
t h e  m a n a g e r i a l  d e c i s i o n  t o  p u r c h a s e  t h e  a s s e t  i s  presumed to  have  been
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made f u l l y  c o g n i z a n t  o f  a l l  t h e  b e n e f i t s  a c q u i r e d ,  i n c l u d i n g  th e  
i n v e s t m e n t  t a x  c r e d i t ,  i t  seems r e a s o n a b l e  t h a t  t h e s e  p u r c h a s e d  
b e n e f i t s  s h o u ld  be a l l o c a t e d  a s  n e a r l y  a s  p o s s i b l e  ov e r  t h e  p r o d u c t i v e  
l i f e  o f  t h e  a s s e t .
F i n a l l y ,  t h i s  s t u d y  c o n c lu d e d  t h a t  p r e v a i l i n g  a c c o u n t i n g  p r a c t i c e  
and t h e o r y  c o n c e r n i n g  t h e  a c c o u n t i n g  f o r  n e t  o p e r a t i n g  l o s s  c a r r y b a c k s  
i s  so u n d .  In  a c c o u n t i n g  f o r  n e t  o p e r a t i n g  l o s s  c a r r y o v e r s ,  how ever ,  
a c c o u n t i n g  p r a c t i c e  h a s  a b d i c a t e d  i t s  r e s p o n s i b i l i t y .  W hile  many 
t im e s  l o s s  c a r r y o v e r s  a r e  t h e  most v a l u a b l e  a s s e t s  f i r m s  p o s s e s s ,  such 
i n f o r m a t i o n  i s  t u c k e d  away i n  a h a r d  t o  f i n d ,  and u n d e r s t a n d ,  f o o t n o t e ,  
i f  r e p o r t e d  a t  a l l .  To t h e  e x t e n t  t h a t  o p e r a t i n g  l o s s  c a r r y o v e r s  
p o s s e s s  e x p e c t e d  f u t u r e  economic b e n e f i t s  v i a  t a x  r e d u c t i o n s ,  t h e y  
s h o u ld  be  r e p o r t e d  a s  a s s e t s .  Such a t r e a t m e n t  i s  c o n s i s t e n t  w i t h  
c o n te m p o r a r y  a c c o u n t i n g  t h e o r y  and a c h i e v e s  a g r e a t e r  d e g r e e  o f  u t i l i t y  




The im pac t  o f  t h e  t a x  c o n s e q u e n c e s  o f  t r a n s a c t i o n s  have  g e n e r a l l y  
b e en  e i t h e r  o n ly  p a r t i a l l y  r e c o g n i z e d  o r  c o m p l e t e l y  i g n o r e d  by a c c o u n t ­
a n t s  in  t h e  p r e p a r a t i o n  o f  t h e  two p r i n c i p a l  f i n a n c i a l  s t a t e m e n t s ,  t h e  
b a l a n c e  s h e e t  and t h e  income s t a t e m e n t .  C o n s e q u e n t l y ,  i n  many c a s e s  
i n a d e q u a t e  f i n a n c i a l  r e p o r t i n g  t o  t h i r d  p a r t i e s  h a s  r e s u l t e d .
A. AN OVERVIEW OF THE PROBLEM
D e f i c i e n t  f i n a n c i a l  r e p o r t i n g  o f  t h e  e f f e c t s  o f  income t a x e s  on 
b u s i n e s s  o p e r a t i o n s  h a s  r e a c h e d  a s t a t e  o f  g r a v e  c o n c e r n .  T h i s  i s  
p a r t l y  a t t r i b u t a b l e  t o  t h e  f e d e r a l  income t a x  c h a r g e  becoming one o f  
t h e  most s i g n i f i c a n t  f i n a n c i a l  b u r d e n s  o f  U. S. c o r p o r a t i o n s .  For  t h e  
p e r i o d  J u l y  1, 1961, t o  J u n e  30, 1962, 5 5 3 ,8 7 3  U. S. c o r p o r a t i o n s  
r e p o r t e d  a t o t a l  t a x a b l e  income o f  $ 4 7 , 9 3 7 , 6 9 1 , 0 0 0  p a y in g  $ 2 2 , 1 8 8 , 0 5 7 , 0 0 0  
f e d e r a l  income t a x e s  i n t o  t h e  U. S. T r e a s u r y ' s  c o f f e r s .  For  f i r m s  
r e p o r t i n g  a n e t  p r o f i t ,  i n  t h e  a g g r e g a t e ,  f e d e r a l  income t a x  c h a r g e s  
e x ce e d ed  e v e r y  o t h e r  s i n g l e  c o r p o r a t e  d e d u c t i o n ,  i n c l u d i n g  d e p r e c i a t i o n  
( c o s t  o f  s a l e s ,  o f  c o u r s e ,  e x c e p t e d ) . ^  For  1965 e v e r y  c o r p o r a t i o n  w hich  
r e p o r t s  a t a x a b l e  income o f  $ 2 5 ,0 0 0  o r  l e s s  m us t  pay 22 c e n t s  o f  e v e r y
^ U n i ted  S t a t e s  T r e a s u r y  D e p a r tm e n t ,  I n t e r n a l  Revenue S e r v i c e ,  
S t a t i s t i c s  o f  In co m e , 1961-62  (W ash ing ton ,  D. C . :  U n i t e d  S t a t e s
Government P r i n t i n g  O f f i c e ,  1 9 6 4 ) ,  pp .  17,  205.
1
2d o l l a r  o f  such  Income t o  t h e  f e d e r a l  g o v e rn m e n t .  In  a d d i t i o n ,  f o r  
t a x a b l e  income above  $ 2 5 ,0 0 0 ,  th e  c o r p o r a t e  t a x  r a t e  i s  48 p e r c e n t .  
Hence ,  th e  f e d e r a l  gove rnm en t  s h a r e s  v e r y  s i g n i f i c a n t l y  i n  t h e  
e a r n i n g s  o f  U. S. c o r p o r a t i o n s .  The m a t e r i a l i t y  f a c t o r  a l o n e  i s  r e a s o n  
enough to  w a r r a n t  a c r i t i c a l  e v a l u a t i o n  o f  t h e  i s s u e s  a l l i e d  w i t h  th e  
f i n a n c i a l  r e p o r t i n g  o f  t h e  a n n u a l  f e d e r a l  income t a x  c h a r g e .  An 
u n r e a l i s t i c  p r o c e d u r e  can  d i s t o r t  t h e  r e p o r t e d  f i n a n c i a l  p o s i t i o n  as  
w e l l  a s  t h e  o p e r a t i n g  r e s u l t s .
There  i s  a n o t h e r  f a c t o r  which demands a c a r e f u l ,  a n a l y t i c a l  
e x a m i n a t i o n  o f  t h e  p r o p e r  r e p o r t i n g  o f  t h e  f i n a n c i a l  im p ac t  o f  
c o r p o r a t e  f e d e r a l  t a x  p r o v i s i o n s .  I t  i s  t h e  d i v e r g e n c e  o f  t h e  t a x  
laws  from g e n e r a l l y  a c c e p t e d  and p r a c t i c e d  a c c o u n t i n g  p r o c e d u r e s .
T h i s  d i v e r g e n c e  i s  p r i m a r i l y  in  two f o r m s :  (1) d i f f e r e n c e s  i n  s p e c i ­
f i c a t i o n s  and (2) d i f f e r e n c e s  i n  t i m i n g .  The d i f f e r e n c e s  i n  s p e c i f i c a ­
t i o n s  a f f e c t  t h e  t o t a l  t a x e s  p a i d  by t h e  e n t e r p r i s e  i n  t h a t  c e r t a i n  
i t e m s  o f  r e v e n u e  a r e  e x c lu d e d  from t h e  t a x  o r  v a r i o u s  e x p e n s e s  a r e  n o t  
a l l o w e d  a s  d e d u c t i o n s  f o r  t a x  p u r p o s e s .  S i m i l a r l y ,  c e r t a i n  i t e m s  which 
a r e  n o t  c o n s i d e r e d  r e v e n u e s  o r  e x p e n s e s  f o r  a c c o u n t i n g  p u r p o s e s  may be  
i n c l u d e d  f o r  t a x  p u r p o s e s .  S p e c i f i c a t i o n  d i f f e r e n c e s  a r e  somet imes  
r e f e r r e d  t o  a s  p e rm an en t  d i f f e r e n c e s  b e c a u s e  t h e s e  i t e m s  do n o t  a f f e c t  
t h e  t i m i n g  o f  t h e  c h a r g e .
On t h e  o t h e r  h a n d ,  d i f f e r e n c e s  i n  t h e  t i m i n g  o f  t h e  i n c l u s i o n  or  
e x c l u s i o n  o f  r e v e n u e s  and e x p e n s e s  do n o t  change  t h e  t o t a l  t a x  t o  be 
p a i d ,  a ssu m in g  a g i v e n  t a x  r a t e ,  b u t  r a t h e r  c h an g e s  t h e  t im e  a s  t o  when 
t h e  t a x  w i l l  be  l e v i e d .  I f  t h e  c h a r g e  f o r  income t a x e s  i s  b a s e d  on
t a x a b l e  income,  t h e  s h i f t i n g  o f  t h e  i n c l u s i o n  o r  e x c l u s i o n  o f  r e v e n u e s  
and e x p e n s e s  b e tw een  p e r i o d s  a s  p e r m i t t e d  by th e  t a x  law w i l l  change  
th e  t a x  c h a r g e  f o r  a g i v e n  p e r i o d  from t h e  amount i t  would have  been  
had th e  c h a r g e  been  b a se d  on t h e  r e p o r t e d  a c c o u n t i n g  income. A r e c e n t  
r e p o r t  by th e  F e d e r a l  Power Commission p r o v i d e s  an i n d i c a t i o n  o f  t h e  
m a g n i tu d e  and r e s u l t i n g  im p ac t  o f  t i m i n g  d i f f e r e n c e s  upon th e  f i n a n c i a l  
s t a t e m e n t s .  The FPC r e p o r t e d  t h a t  f o r  t h e  t e n - y e a r  p e r i o d  ended 
December 31,  1963, a c c u m u l a t i o n s  r e s u l t i n g  from o n ly  d e p r e c i a t i o n  
t i m i n g  d i f f e r e n c e s  f o r  F e d e r a l l y  r e g u l a t e d  e l e c t r i c  power and n a t u r a l  
g a s  com pan ies  amounted to  $ 2 , 1 2 5 , 0 0 0 , 0 0 0 . 2
I m p l i c i t  i n  b o t h  s p e c i f i c a t i o n  d i f f e r e n c e s  and d i f f e r e n c e s  o f  
t i m i n g  a r e  immense,  and y e t  somewhat u n i q u e ,  f i n a n c i a l  r e p o r t i n g  
p r o b le m s .  Im p ro p e r  t r e a t m e n t ,  o r  even  more s e r i o u s ,  c o m p le t e  d i s r e ­
g a r d  o f  t h e  c o n s e q u e n c e s  a r i s i n g  from t h e s e  d i f f e r e n c e s  i n  f i n a n c i a l  
r e p o r t i n g  and t a x  a c c o u n t i n g  o f t e n t i m e s  may be  g r o s s l y  m i s l e a d i n g .  For 
exam ple ,  t h e  1964 Annual R e p o r t  o f  t h e  B en d ix  C o r p o r a t i o n  r e p o r t e d  
a d e c r e a s e  i n  e a r n i n g s  b e f o r e  f e d e r a l  income t a x e s  from $ 4 4 ,6 8 9 ,1 3 3  in  
1963 to  $ 4 1 ,9 4 1 ,1 2 2  in  1964,  and y e t  a t  t h e  same t im e  e a r n i n g s  a f t e r  
f e d e r a l  income t a x e s  i n c r e a s e d  from $ 2 2 ,1 9 9 ,4 6 0  i n  1963 to  $ 2 3 ,8 9 2 ,3 6 4  
i n  196^? Even a d j u s t i n g  f o r  t h e  2 p e r  c e n t  t a x  c u t  e f f e c t e d  d u r i n g  t h i s  
p e r i o d  f a i l s  to  e x p l a i n  t h i s  s e e m in g ly  p a r a d o x i c a l  s i t u a t i o n .
^"The Im pac t  o f  L i b e r a l i z e d  D e p r e c i a t i o n , "  The J o u r n a l  o f  A cco u n t ­
a n c y , CXIX (March, 1 9 6 5 ) ,  12.
^The B end ix  C o r p o r a t i o n ,  Annual  R e p o r t , 1964, p .  28 .  A s i m i l a r  
s i t u a t i o n  was a l s o  r e p o r t e d  by IBM, w i t h o u t  comment, i n  i t s  S to c k ­
h o l d e r s  1 Q u a r t e r l y  R e p o r t , A p r i l  12,  1965, p .  3.  See a l s o  American 
Machine  & Foundry  Company, Annual  R e p o r t , 1964, p .  32.
Even though  some o f  t h e  p e r p l e x i n g  i s s u e s  which  sh ro u d  a c c o u n t i n g  
f o r  c o r p o r a t e  f e d e r a l  income t a x e s  have  b e en  r e c o g n i z e d  by a c c o u n t a n t s  
u n a n i m i t y  o f  o p i n i o n  i s  s t i l l  f a r  from b e i n g  a r e a l i t y .  M oreover ,  
some i m p o r t a n t  f i n a n c i a l  r e p o r t i n g  i m p l i c a t i o n s  s u r r o u n d i n g  c o r p o r a t e  
income t a x  p r o c e d u r e s  h a v e  been  c o m p l e t e l y  i g n o r e d .  T h i s  i s  t r u e  
d e s p i t e  t h e  f a c t  t h a t  t h e  i g n o r e d  i s s u e s  w i l l  o f t e n  have  a g r e a t e r  
im p ac t  on t h e  r e p o r t e d  f i n a n c i a l  p o s i t i o n  and o p e r a t i n g  r e s u l t s  o f  a 
f i r m  th a n  many o f  t h e  i s s u e s  p r e s e n t l y  b e i n g  b a t t e r e d  b a c k  and f o r t h  
i n  t h e  l i t e r a t u r e .
L o g i c a l  and p r a c t i c a l  s o l u t i o n s  t o  t h e  g e n e r a l  p ro b le m s  which 
r e s u l t  from t h e  im p ac t  o f  income t a x e s  on f i n a n c i a l  r e p o r t s  a r e  needed 
R e a l i s t i c  s o l u t i o n s  c o n s i s t e n t l y  a p p l i e d  in  p r e p a r i n g  a c c o u n t i n g  
r e p o r t s  w i l l  a i d  i n  such  s t a t e m e n t s  s e r v i n g  t h e i r  f u l l  p o t e n t i a l  
m easu re  o f  u t i l i t y  t o  t h i r d  p a r t i e s .
B. A SURVEY OF THE STUDY
P u r p o s e  o f  t h e  S tudy
The p u r p o s e  o f  t h i s  r e s e a r c h  i s  to  s t u d y  t h e  b r o a d  p rob lem s  
r e l a t e d  t o  t h e  im p ac t  o f  s e l e c t e d  f e d e r a l  income t a x  p r o v i s i o n s  on th e  
two m a jo r  c o r p o r a t e  f i n a n c i a l  r e p o r t s - - t h e  b a l a n c e  s h e e t  and income 
s t a t e m e n t .  The f i r s t  o b j e c t i v e  o f  t h e  s t u d y  i s  t o  d e t e r m i n e  which 
i n f o r m a t i o n  r e s u l t i n g  from a d i v e r g e n c e  o f  a c c o u n t i n g  p r o c e d u r e s  and 
t a x  p r o v i s i o n s  s h o u ld  be r e p o r t e d .  The second  o b j e c t i v e  i s  t o  d e t e r ­
mine t h e  a p p r o p r i a t e  p r e s e n t a t i o n  o f  t h e  i n f o r m a t i o n  which  may p ro v e  
t o  be  o f  a u t i l i t a r i a n  v a l u e  t o  t h i r d  p a r t i e s .  The u l t i m a t e  o b j e c t i v e
5o f  t h e  s t u d y  i s  t o  p r o v i d e  a b a s i s  f o r  r e p o r t i n g  c o r p o r a t e  income 
t a x e s  w h ich  i s  c o n s i s t e n t  w i t h  t h e  e x i s t i n g  f ram ework  o f  a c c o u n t i n g  
t h e o r y  and p r a c t i c e .
Scope o f  t h e  S tudy
S p e c i f i c a l l y ,  t h e  f i r s t  s e c t i o n  o f  t h e  s t u d y  b r i e f l y  s e t s  f o r t h  
t h e  g e n e r a l  f ram ew ork  o f  f i n a n c i a l  r e p o r t i n g .  A g a i n s t  t h i s  b a c k d r o p ,  
t h e  a c c o u n t i n g  and economic  g e n e r a l  n a t u r e  o f  t h e  a n n u a l  income t a x  
c h a r g e  i s  exam ined  i n  an  a t t e m p t  t o  d e t e r m i n e  i t s  p r o p e r  p l a c e m e n t  i n  
f i n a n c i a l  r e p o r t s .  In  o r d e r  t o  d e t e r m i n e  t h e  p r o p e r  a c c o u n t i n g  t r e a t ­
ment  o c c a s i o n e d  by  a c h a n g e  i n  income t a x  r a t e s ,  t h e  a v a i l a b l e  e m p i r i c a l  
e v i d e n c e  c o n c e r n i n g  t h e  s h i f t i n g  and i n c i d e n c e  o f  t h e  c o r p o r a t e  income 
t a x  i s  b r i e f l y  r e v i e w e d .  A l s o ,  t h e  r o l e  o f  i n t r a p e r i o d  t a x  a l l o c a t i o n  
i n  f i n a n c i a l  r e p o r t i n g  i s  e x am in ed .
The n e x t  s e c t i o n  o f  t h e  s t u d y  c o n s i d e r s  t h e  p ro b le m  o f  i n t e r p e r i o d  
t a x  a l l o c a t i o n .  T h i s  p r o b l e m  i s  c a u s e d  by a d i f f e r e n c e  i n  t h e  t i m i n g  
o f  t h e  i n c l u s i o n  o f  r e v e n u e  a n d / o r  d e d u c t i o n s  f o r  f i n a n c i a l  and t a x  
a c c o u n t i n g .  T h i s  s t u d y  a t t e m p t s  t o  . y n t h e s i z e  t h e  a r g u m e n t s  e m b ra c in g  
i n t e r p e r i o d  t a x  a l l o c a t i o n ,  a n d ,  i n  l i g h t  o f  t h e  d i s c u s s i o n  o f  t h e  
p u r p o s e  o f  f i n a n c i a l  r e p o r t s ,  d e t e r m i n e  i t s  p r o p e r  p l a c e  i n  f i n a n c i a l  
r e p o r t i n g .  In  c o n j u n c t i o n  w i t h  i n t e r p e r i o d  t a x  a l l o c a t i o n ,  t h e  p r o b le m s  
o f  t a x  r a t e  c h a n g e s  a r e  a l s o  e x a m i n e d .  T h i s  i n v e s t i g a t i o n  o f f e r s  a 
t e c h n i q u e  f o r  a d j u s t i n g  t h e  t a x  d e f e r r a l  a c c o u n t s  i n  t h e s e  c i r c u m ­
s t a n c e s .
A n o t h e r  p r o b le m  i n  f i n a n c i a l  r e p o r t i n g  h a s  r e s u l t e d  from t h e  
r e c e n t l y  i n s t i t u t e d  i n v e s t m e n t  t a x  c r e d i t .  T h i s  s t u d y  r e v i e w s  t h e
6m ajo r  i s s u e s  i n v o l v e d  in  a c c o u n t i n g  f o r  t h e  i n v e s t m e n t  c r e d i t  i n  an 
a t t e m p t  t o  r e a c h  a sound c o n c l u s i o n  c o n c e r n i n g  i t s  p r o p e r  r o l e  i n  
f i n a n c i a l  r e p o r t i n g .
F i n a l l y ,  t h e  r e p o r t i n g  o f  n e t  o p e r a t i n g  l o s s  c a r r y b a c k s  and 
c a r r y o v e r s  i s  c o n s i d e r e d .  While  t h e s e  p r o v i s i o n s  o f  t h e  t a x  law may 
o f f e r  immense t a x  r e l i e f ,  f i n a n c i a l  a c c o u n t i n g  h a s  s e e m in g ly  a c c o r d e d  
i n a d e q u a t e  a t t e n t i o n  t o  t h e  o f t e n t i m e s  s u b s t a n t i a l  e x p e c t e d  f u t u r e  
economic b e n e f i t s  o f  o p e r a t i n g  l o s s  c a r r y o v e r s .  T h i s  s t u d y  exam ines  
t h e  economic n a t u r e  o f  l o s s  c a r r y o v e r s  and a t t e m p t s  t o  d e t e r m i n e  t h e i r  
a p p r o p r i a t e  r o l e  i n  f i n a n c i a l  r e p o r t s .
L i m i t a t i o n s  o f  t h e  S tudy
The p u r p o s e  and s cope  o f  t h i s  s t u d y  s u g g e s t s  c o n s i d e r a t i o n  of  
o n ly  t h e  p ro b le m s  s u r r o u n d i n g  f i n a n c i a l  r e p o r t i n g  t o  t h i r d  p a r t i e s .
The i n f o r m a t i o n  c o n s i d e r e d  i n  t h i s  s t u d y  i s  g e n e r a l l y  a v a i l a b l e  to  
and u t i l i z e d  by management,  t h e r e f o r e  a d i s c u s s i o n  o f  r e p o r t i n g  income 
t a x e s  f o r  management p u r p o s e s  i s  e x c l u d e d .
F u r t h e r ,  t h i s  s t u d y  i s  l i m i t e d  to  c o n s i d e r a t i o n  o f  o n l y  t h e  
c o r p o r a t e  f e d e r a l  income t a x .  Due to  t h e i r  d i v e r s i t y ,  c o n s i d e r a t i o n  
o f  t h e  s t a t e  s t a t u t e s  would lend  v e r y  l i t t l e  a d d i t i o n a l  b e n e f i t  to  a 
s t u d y  o f  t h i s  n a t u r e .  The p r i m a r y  c o n c e r n  i s ,  m o re o v e r ,  l i m i t e d  to  
t h e  I n t e r n a l  Revenue Code a s  amended t h r o u g h  1964.  W hile  s e l e c t e d  
r e l a t e d  s p e c i f i c a t i o n  d i f f e r e n c e s  b e tw een  t a x  a c c o u n t i n g  and f i n a n c i a l  
a c c o u n t i n g  a r e  b r i e f l y  a n a l y z e d ,  t h e  main theme o f  t h i s  s t u d y  f o c u s e s  
upon t h e  f i n a n c i a l  r e p o r t i n g  p ro b lem s  a r i s i n g  from d i f f e r e n c e s  i n  t i m i n g .  
F i n a l l y ,  t h e  p u r p o s e  h e r e  i s  t o  a p p r a i s e  r e a l i s t i c a l l y  t h e  im p a c t  of
7c o r p o r a t e  income t a x e s  on f i n a n c i a l  r e p o r t i n g  w i t h i n  t h e  framework  o f  
g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  p r i n c i p l e s  and t h e  t a x  law a s  e s t a b l i s h e d .
CHAPTER II
THE THEORETICAL STRUCTURE OF FINANCIAL REPORTING
H i s t o r i c a l l y ,  t h e  main f u n c t i o n  o f  a c c o u n t i n g  h a s  been  to  
a c c u m u l a t e  f i n a n c i a l  d a t a .  More r e c e n t l y ,  how ever ,  t h e  dynamic 
f u n c t i o n  o f  a c c o u n t i n g  h a s  emerged t o  t a k e  i t s  p r o p e r  p l a c e  o f  
i m p o r t a n c e .  The new r o l e  o f  a c c o u n t i n g  s t r e s s e s  t h e  com m unica t ion  o f  
i n f o r m a t i o n  e s s e n t i a l  t o  an u n d e r s t a n d i n g  o f  t h e  a c t i v i t i e s  o f  an 
e n t e r p r i s e . - * -  F i n a n c i a l  r e p o r t i n g  i s  a p r im e  r e s p o n s i b i l i t y  o f  con tem ­
p o r a r y  a c c o u n t i n g .
S in c e  t h e  t e c h n i q u e s  o f  f i n a n c i a l  r e p o r t i n g  s h o u ld  be  gov e rn ed  by 
t h e  u se  t o  which t h e  r e p o r t s  w i l l  be  p u t ,  i t  i s  n e c e s s a r y  t o  e s t a b l i s h  
t h e  p u r p o s e  and n a t u r e  o f  f i n a n c i a l  r e p o r t i n g  i n  g e n e r a l  b e f o r e  s p e c i f i c  
i s s u e s  can  be  a n a l y z e d .  In  p a r t i c u l a r ,  t h e  g e n e r a l  framework o f  
f i n a n c i a l  r e p o r t i n g  must be r e v i e w e d  in  o r d e r  t o  p l a c e  t h e  p ro b lem s  
s u r r o u n d i n g  t h e  r e p o r t i n g  o f  t h e  c o r p o r a t e  income t a x  i n  t h e i r  p r o p e r  
p e r s p e c  t i v e .
A. THE PURPOSE OF FINANCIAL REPORTING
The p u r p o s e  o f  f i n a n c i a l  r e p o r t i n g  i s  t o  p r e s e n t  i n  a c o n c i s e  form 
r e l i a b l e ,  r e l e v a n t  i n f o r m a t i o n  c o n c e r n i n g  t h e  f i n a n c i a l  a f f a i r s  o f  an
^See M arqu is  G. E a to n ,  " F i n a n c i a l  R e p o r t i n g  In  a Changing S o c i e t y , "  
The J o u r n a l  o f  A c c o u n ta n c y ,  CIV (A u g u s t ,  1 9 5 7 ) ,  2 5 -3 1 .
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9e n t e r p r i s e .  While  t h i s  i s  a s im p le  i d e a ,  t h e  c o m p l e x i t y  o f  i t s  a t t a i n ­
ment n e v e r  c e a s e s  t o  amaze a c c o u n t a n t s .  For  i n s t a n c e  t a k e  t h e  p rob lem  
o f  fo rm: t h e r e  i s  c o n s t a n t  d i s c u s s i o n  on t h i s  one p o i n t  a l o n e .  But
o f  g r e a t e r  m a g n i tu d e  i s  t h e  p ro b le m  o f  what i n f o r m a t i o n  i s  r e l e v a n t .
U se rs  o f  F i n a n c i a l  Data
To f i n d  a n sw e rs  to  t h e s e  p r o b le m s ,  t h o s e  who p r e p a r e  f i n a n c i a l
r e p o r t s  m us t  f i r s t  d e t e r m i n e  t h e  u s e r s  o f  t h e i r  p r o d u c t s .  L i t t l e
e l a b o r a t i o n  i s  needed  t o  p o i n t  o u t  t h a t  t h e  p r i m a r y  e x t e r n a l  u s e r s  o f
f i n a n c i a l  r e p o r t s  a r e  c r e d i t o r s ,  i n v e s t o r s ,  s t o c k h o l d e r s ,  l a b o r  o r g a n i -
2z a t i o n s ,  and g o v e r n m e n ta l  a g e n c i e s .
O b v i o u s l y ,  r e p o r t i n g  &^ery f i n a n c i a l  d e t a i l  f o r  which a l l  g ro u p s  
may have  an i n t e r e s t  i s  i m p r a c t i c a l .  In  t h e  i n t e r e s t  o f  e x p e d i e n c y ,  
t h e  f a c t o r s  which m a t e r i a l l y  a f f e c t  th e  f i n a n c i a l  p o s i t i o n  and r e s u l t s  
o f  o p e r a t i o n s  have  become t h e  m a i n s t a y s  i n  f i n a n c i a l  r e p o r t i n g .  Q u i t e  
n a t u r a l l y  t h e  d i s t r i b u t i o n  o f  g e n e r a l  a l l - p u r p o s e  f i n a n c i a l  s t a t e m e n t s ,  
nam ely ,  t h e  b a l a n c e  s h e e t  and income s t a t e m e n t ,  f r e q u e n t l y  c o n n e c t e d  by  
a s t a t e m e n t  o f  r e t a i n e d  e a r n i n g s ,  h a s  emerged a s  a c c e p t e d  p r a c t i c e . ^
^While  g o v e r n m e n ta l  a g e n c i e s  consume l a r g e  q u a n t i t i e s  o f  f i n a n c i a l  
s t a t e m e n t s ,  t h e i r  c h i e f  p u r p o s e  i s  t o  p r o t e c t  t h e  p r i m a r y  u s e r s  o f  such  
d a t a ,  e . g . ,  SEC, o r  to  c o l l e c t  t a x e s .  Both  o f  t h e s e  c o n s i d e r a t i o n s  a r e  
beyond t h e  s co p e  o f  t h i s  s t u d y .
^For i n s t a n c e ,  t h e  Commit tee  on A u d i t i n g  P r o c e d u r e  r e f e r s  t o  
f i n a n c i a l  s t a t e m e n t s  a s  b e i n g  t h o s e  " s t a t e m e n t s  which  p u r p o r t  t o  show 
f i n a n c i a l  p o s i t i o n  and r e s u l t s  o f  o p e r a t i o n s ;  such  f i n a n c i a l  s t a t e m e n t s  
u s u a l l y  c o n s i s t  o f  a b a l a n c e  s h e e t  and s t a t e m e n t  o f  income, r e t a i n e d  
e a r n i n g s ,  and c a p i t a l . "  A merican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  
A c c o u n t a n t s ,  Committee  on A u d i t i n g  P r o c e d u r e ,  " S p e c i a l  R e p o r t s , "  S t a t e ­
ment on A u d i t i n g  P r o c e d u r e  No. 28 (New York:  American  I n s t i t u t e  o f
C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  19 5 7 ) ,  p .  29.
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As t h e  a r r a n g e m e n t  and p r e s e n t a t i o n  o f  t h e  i t e m s  may be  changed  to  
s u i t  t h e  n e e d s  o f  t h o s e  who use  t h e  s t a t e m e n t s ,  t h e  g e n e r a l  a l l - p u r p o s e  
s t a t e m e n t s  which f o l l o w  some c o n v e n t i o n a l  o r  a c c e p t e d  form meet  r e a s o n ­
a b l y  w e l l  t h e  n e ed s  o f  t h i r d  p a r t i e s .
C o n c u r r e n t l y  w i t h  t h e  d e v e lo p m en t  o f  g e n e r a l  p u r p o s e  s t a t e m e n t s ,  
a c c o u n t a n t s  r e a l i z e d  t h a t  f i n a n c i a l  i n f o r m a t i o n  would be o f  l i t t l e  or  
no u s e  i f  i s s u e d  o n l y  upon th e  t e r m i n a t i o n  o f  an e n t e r p r i s e ;  p e r i o d i c  
m easurem ent  and r e p o r t i n g  was n e c e s s a r y .  P e rh a p s  a s  t h e  y e a r  i n c l u d e d  
a l l  f o u r  s e a s o n s ,  i t  was s e l e c t e d  a s  t h e  t im e  p e r i o d  f o r  which a 
m easu rem en t  would be t a k e n  o f  t h e  f i n a n c i a l  a f f a i r s  o f  b u s i n e s s  e n t e r ­
p r i s e s  .
The S e l e c t i o n  P r o c e s s
Today, a s  i n  t h e  p a s t ,  t h e  a c c o u n t a n t  f i n d s  h i m s e l f  i n  t h e  
d e l i c a t e  p o s i t i o n  o f  d e t e r m i n i n g  which i n f o r m a t i o n ,  from a mass a t  h i s  
d i s p o s a l ,  i s  r e l e v a n t  and p e r t i n e n t  i n  t h e  p r o c e s s  o f  a n n u a l l y  r e p o r t ­
i n g  t h e  f i n a n c i a l  p o s i t i o n  and o p e r a t i n g  r e s u l t s  o f  f i r m s .  As a 
g u i d e l i n e  in  t h i s  s e l e c t i o n  p r o c e s s ,  t h e  most p l a u s i b l e ,  and p o s s i b l y  
t h e  most  d e s i r a b l e ,  c o u r s e  would be  f o r  t h e  a c c o u n t a n t  t o  look  t o  t h e  
u s e s  t o  which  t h e  end p r o d u c t  w i l l  be  p u t .  Horngren  e x p r e s s e d  t h i s  
i d e a  w e l l  when he  w r o t e  t h a t :
I d e a l l y  f i n a n c i a l  s t a t e m e n t s  must be  c o n s t r u c t e d  f o r  maximum 
u s e f u l n e s s .  Judgment  a s  t o  u s e f u l n e s s  i s  made u l t i m a t e l y  by 
t h e  u s e r ,  n o t  t h e  producer .^*
^ C h a r l e s  T. H orn g ren ,  " D i s c l o s u r e :  What N ex t?"  The A c c o u n t in g
Review,  XXXIII ( J a n u a r y ,  1958) ,  92 .
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In  o t h e r  w o rd s ,  i f  any one g u i d i n g  p h i l o s o p h y  s h o u ld  be u sed  i n  f i n a n c i a l  
r e p o r t i n g ,  i t  s h o u ld  be t h e  u t i l i t a r i a n  v a l u e  c o n c e p t .  F i n a n c i a l  
r e p o r t s  a r e  o f  v a l u e  o n ly  t o  t h e  e x t e n t  t h e y  s e r v e  a f u n c t i o n .
The V alue  o f  F i n a n c i n g  R e p o r t i n g
F i n a n c i a l  r e p o r t i n g  g e n e r a l l y  r e l a t e s  e v e n t s  o f  t h e  p a s t - - r e s u l t s  
o f  o p e r a t i o n s - - a n d  r e p o r t s  t h e i r  e f f e c t  on th e  p r e s e n t - - s t a t e m e n t  of  
f i n a n c i a l  c o n d i t i o n .  The m a j o r i t y  o f  u s e r s  o f  t h e  b a l a n c e  s h e e t  and 
income s t a t e m e n t  f i n d  l i t t l e  a d v a n t a g e  in  b e i n g  in fo rm ed  o f  h i s t o r i c a l  
e v e n t s  e x c e p t  to  t h e  e x t e n t  t h e s e  e v e n t s  a r e  i n d i c a t o r s  o f  t h i n g s  to  
c o m e - - t h e  f u t u r e .
I t  f o l l o w s ,  t h e n ,  t h a t  t h e  u t i l i t a r i a n  v a l u e  f o r  e x t e r n a l  u s e r s  
o f  f i n a n c i a l  r e p o r t s  l i e s  i n  t h e  a b i l i t y  o f  t h e  b a l a n c e  s h e e t  and 
income s t a t e m e n t  t o  a i d  u s e r s  o f  such  i n f o r m a t i o n  to  make in fo rm ed  
ju d g m e n ts  and d e c i s i o n s  c o n c e r n i n g  t h e i r  f u t u r e  a c t i o n .  For  ex am ple ,  
n o t  o n ly  do b o n d h o l d e r s  and s t o c k h o l d e r s  depend  on f i n a n c i a l  s t a t e m e n t s  
t o  p r o v i d e  a r e c o r d  o f  management s t e w a r d s h i p ,  b u t  i n  a d d i t i o n  t h e y  
u se  t h e  s t a t e m e n t s  a s  a b a s i s  in  d e t e r m i n i n g  w h e th e r  t o  b u y ,  s e l l ,  o r  
h o ld  i n v e s t m e n t s . ^  Labor  lo o k s  t o  f i n a n c i a l  s t a t e m e n t s  in  c o n n e c t i o n  
w i t h  wage n e g o t i a t i o n s . ^  C r e d i t o r s  may w i t h h o l d ,  g r a n t  o r  e x t e n d  c r e d i t
^See  N i c h o l a s  E. C ra n e ,  "A S e c u r i t y  A n a l y s t  Looks a t  Annual 
R e p o r t s , "  The J o u r n a l  o f  A c c o u n t a n c y , CV (March,  1 9 5 8 ) ,  31-36  and 
L. H a r t l e y  S m i th ,  "A S e c u r i t y  A n a l y s t  Looks a t  F i n a n c i a l  S t a t e m e n t s , "
The J o u r n a l  o f  A c c o u n t a n c y , CVIII  (A u g u s t ,  1959 ) ,  3 7 -4 1 .
^See  W i lb e r  F. P i l l s b u r y ,  " O r g a n iz e d  L a b o r ' s  Views o f  C o r p o r a t e  
F i n a n c i a l  I n f o r m a t i o n , "  The J o u r n a l  o f  A c c o u n ta n c y , CV ( J u n e ,  1958) ,  
4 6 - 5 6 .
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on t h e  b a s i s  o f  t h e  b o r r o w e r ' s  f i n a n c i a l  a b i l i t y  a s  i n d i c a t e d  i n  h i s  
f i n a n c i a l  s t a t e m e n t s .  In  s h o r t ,  f i n a n c i a l  r e p o r t s  m us t  meet  v a r y i n g  
n e e d s .
A B a l a n c i n g  o f  F o r c e s
As v a r i o u s  g r o u p s  h a v e  p a r t i c u l a r  and even d i v e r s e  i n t e r e s t s  i n
f i n a n c i a l  r e p o r t s , ^  t h e  a c c o u n t a n t  must e x e r c i s e  e x t re m e  c a r e  in
p r e p a r i n g  t h e  s t a t e m e n t s  a s  f a i r l y  and i m p a r t i a l l y  a s  i s  humanly p o s s i b l e .
In  r e p o r t i n g  to  t h e  g e n e r a l  p u b l i c ,  t h e  a c c o u n t a n t  may w e l l  keep  i n
mind t h e  r e m a r k s  o f  one e m in e n t  f i n a n c i a l  a n a l y s t  who s t a t e d :
Management i s  r e s o r t i n g  to  s i m p l i f i e d  r e p o r t s  t o  i n f o r m  
e m ployees  and  improve  s m a l l - s t o c k h o l d e r  r e l a t i o n s .  But 
t h e s e  p r e s e n t a t i o n s  may be  i n a d e q u a t e  f o r  even  t h e  m o d e r a t e l y  
s k i l l f u l  s t a t e m e n t  r e a d e r  t o  s a y  n o t h i n g  o f  t h e  p r o f e s s i o n a l  
s t a f f  o f  t h e  f i n a n c i a l  i n s t i t u t i o n  o r  t h e  i n v e s t m e n t  a d v i s o r .
D e t a i l s  t h a t  d u l l  t h e  i n t e r e s t  o f  t h e  a v e r a g e  r e a d e r  may be 
e s s e n t i a l  t o  i n f o r m  t h e  p r o f e s s i o n a l .  The n e ed s  o f  t h e  
l a t t e r  s h o u ld  be  met even  a t  t h e  r i s k  o f  b o r i n g  t h e  a v e r a g e  
r e a d e r  f o r  a few p a g e s .  S u c c e s s f u l  f i n a n c i n g  d e p en d s  upon 
t h e  g o o d w i l l  o f  t h e  s k i l l f u l  m i n o r i t y  a s  w e l l  a s  t h e  g e n e r a l  
p u b l i c . 8
In  b r i e f ,  i n  s e t t i n g  f o r t h  g u i d e l i n e s  f o r  f i n a n c i a l  r e p o r t i n g ,
t h e  a c c o u n t a n t ' s  i d e a s  m us t  be tem pered  by t h e  u s e s  t o  which  h i s
p r o d u c t s  w i l l  be p u t .  As A. C. L i t t l e t o n  once  w r o t e ,  t h e  a c c o u n t a n t
q
must be e v e r  m i n d f u l  t h a t  a b a l a n c i n g  o f  f o r c e s  i s  n e c e s s a r y .
?Many o f  t h e s e  i n t e r e s t s  a r e  e x p r e s s e d  i n  a Symposium, "W hat1s 
Wrong With F i n a n c i a l  R e p o r t i n g ? "  The J o u r n a l  o f  A c c o u n t a n c y , CXII 
( A u g u s t ,  1 9 6 1 ) ,  2 8 -3 3 .
8H arry  G. Guthmann, A n a l y s i s  o f  F i n a n c i a l  S t a t e m e n t s  ( f o u r t h  
e d i t i o n ;  New f o r k :  P r e n t i c e - H a l l ,  I n c . ,  1 9 5 3 ) ,  p p .  1 7 -1 8 .  For a
d i f f e r e n t  v i e w p o i n t ,  s e e  Edward T. McCormick, " R e p o r t i n g  t o  S to c k ­
h o l d e r s , "  JThe Ac£Ount ing  _Review, XXXV ( A p r i l ,  1 9 6 0 ) ,  223 -2 2 7 .
^A. C. L i t t l e t o n ,  S t r u c t u r e  o f  A c c o u n t in g  Theory  ( n . p .  American  
A c c o u n t i n g  A s s o c i a t i o n ,  1953) ,  p .  21.
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B. UNDERLYING CONCEPTS
In  o r d e r  t o  im plem ent  t h e i r  r e s p o n s i b i l i t y  f o r  o b j e c t i v e ,  r e l i a b l e  
f i n a n c i a l  s t a t e m e n t s ,  a c c o u n t a n t s  have  d e v i s e d  s e v e r a l  u n d e r l y i n g  
c o n c e p t s  and a s s u m p t i o n s . " ^
C e r t a i n  c o n c e p t s  u n d e r l y i n g  f i n a n c i a l  a c c o u n t i n g  i n  g e n e r a l  must 
be  d i s c u s s e d  i n  o r d e r  t o  p r o v i d e  a f ramework which  can  be  u sed  t o  
a n a l y z e  r i g o r o u s l y  t h e  p ro b lem s  a s s o c i a t e d  w i t h  r e p o r t i n g  t h e  c o r p o r a t e  
income t a x  c h a r g e .  The c o n c e p t s  p e r t i n e n t  t o  t h i s  s t u d y  i n c l u d e  
o b j e c t i v i t y ,  c o n s e r v a t i s m ,  m a t e r i a l i t y ,  f u l l  d i s c l o s u r e ,  m a t c h i n g ,  and 
g o in g  c o n c e r n .
Ob j ec t i v i t y
A c c o u n t a n t s  t e n d  t o  p r i d e  t h e m s e l v e s  on r e p o r t i n g  o n ly  f a c t s  
s u b s t a n t i a t e d  by  v e r i f i a b l e ,  o b j e c t i v e  e v i d e n c e .  The t e rm ,  o b j e c t i v i t y ,  
i s  used  t o  r e f e r  t o  t h e  e x p r e s s i o n  o f  f a c t s  w i t h o u t  any d i s t o r t i n g  
i n f l u e n c e  from p e r s o n a l  b i a s .  T h i s  i s  c o n t r a s t e d  t o  s u b j e c t i v i t y  which  
i m p l i e s  t h a t  p e r s o n a l  o p i n i o n  p l a y s  a m a jo r  r o l e  in  t h e  d e c i s i o n . ^  In  
a d h e r i n g  t o  t h e  r u l e  o f  o b j e c t i v i t y ,  t h e  a c c o u n t a n t  u s e s  a s  h i s  b a s i s  
f o r  r e c o r d i n g  a c c o u n t i n g  d a t a  t h e  d o l l a r  amount o f  t r a n s a c t i o n s
l^No a t t e m p t  h e r e  i s  made t o  d i s t i n g u i s h  among a s s u m p t i o n s ,  c o n c e p t s ,  
c o n v e n t i o n s ,  r u l e s ,  p r i n c i p l e s ,  s t a n d a r d s ,  o r  t h e  numerous o t h e r  te rm s  
u s e d ,  q u i t e  i m p r o p e r l y ,  i n  d e s c r i b i n g  t h e  b a s i c  framework  o r  f o u n d a t i o n  
o f  f i n a n c i a l  a c c o u n t i n g .  For  a summary o f  t h e  t e r m i n o l o g y  p ro b le m ,  s e e  
Reed K. S t o r e y ,  The S e a r c h  f o r  A c c o u n t i n g  P r i n c i p l e s  (New York:
Am erican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  1 9 6 4 ) ,  p p .  2 0 -2 4 .
^ W .  A. P a t o n  and A. C. L i t t l e t o n ,  An I n t r o d u c t i o n  t o  C o r p o r a t e  
A c c o u n t in g  S t a n d a r d s  ( C h i c a g o ) :  A mer ican  A c c o u n t in g  A s s o c i a t i o n ,  1940) ,
p .  19.
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e s t a b l i s h e d  by a r m ' s  l e n g t h  n e g o t i a t i o n s  o f  i n t e l l i g e n t ,  i n fo rm ed  
p a r t i e s  who were  u n d e r  no c o m p u ls io n  to  a c t . ^  The s t r e s s  o f  a p p l y i n g  
a c c o u n t i n g  s t a n d a r d s  t o  a dynamic  e n v i r o n m e n t ,  how ever ,  o f t e n  r e s u l t s  
i n  a c c o u n t a n t s  a p p l y i n g  t h e  above  r u l e  o f  o b j e c t i v i t y  w i t h  a c e r t a i n  
d e g r e e  o f  f l e x i b i l i t y .
C o n s e r v a t i s m
A c c o u n t a n t s  o f t e n  j u s t i f y  t h e i r  p a r t i c u l a r  t r e a t m e n t  o f  c e r t a i n
t r a n s a c t i o n s  on t h e  g r o u n d s  o f  c o n s e r v a t i s m .  C u r r e n t l y  t h e  d o c t r i n e
o f  c o n s e r v a t i s m  i n  a c c o u n t i n g  " i s  t h a t  when two o r  more r e a s o n a b l e
c o n c l u s i o n s  e x i s t ,  c o n s e r v a t i s m  d i c t a t e s  t h e  c h o i c e  o f  t h e  one t h a t
1 ?r e s u l t s  i n  t h e  l e a s t  im m ed ia te  s h o w i n g . "  The p r e s e n t  p r o c e d u r e  o f  
r e d u c i n g  i n v e n t o r y  v a l u e s  when m a r k e t  h a s  d e c l i n e d  b e lo w  c o s t  b u t  th e  
f a i l u r e  t o  c o u n t e n a n c e  w r i t e - u p s  u n d e r  r e v e r s e  c o n d i t i o n s  may be  
a t t r i b u t a b l e ,  i n  p a r t ,  t o  c o n s e r v a t i s m .  The i d e a  i s  o f t e n  e x p r e s s e d  
t h a t  t h e  c o n c e p t  o f  c o n s e r v a t i s m  i s  p r i m a r i l y  c o n c e r n e d  w i t h  a n t i c i ­
p a t i n g  t h e  w o r s t ;  o r  p u t  d i f f e r e n t l y ,  i t  i s  c o n c e rn e d  w i t h  r e p o r t i n g  
f a v o r a b l e  c o n d i t i o n s  w i t h  some r e l u c t a n c e  and r e p o r t i n g  u n f a v o r a b l e  
c o n d i t i o n s  i m m e d ia t e ly  and e m p h a t i c a l l y . ^
^ H a r o l d  E. A r n e t t ,  "What Does ' O b j e c t i v i t y '  Mean to  A c c o u n t a n t s ? "  
The J o u r n a l  o f  A c c o u n t a n c y , CXI (May, 1961) , 65.
^ A r t h u r  W. Holmes,  A u d i t i n g ; P r i n c i p l e s  and P r o c e d u r e  ( s i x t h  
e d i t i o n ;  Homewood, I l l i n o i s :  R ic h a r d  D. I r w i n ,  I n c . ,  1 9 6 4 ) ,  p .  9 .
l ^ C a r l  T. D e v in e ,  "The Rule  o f  C o n s e r v a t i s m  R e - e x a m in e d , "  J o u r n a l  
o f  A c c o u n t in g  R e s e a r c h , I  (Autumn, 19 6 3 ) ,  128.
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The p r o p e r  r o l e  o f  c o n s e r v a t i s m  i n  a c c o u n t i n g ,  one r e s e a r c h e r  
c o n c l u d e d ,  i s  t o  i n s u r e  t h a t  t h e  u n c e r t a i n t i e s  and r i s k s  i n h e r e n t  in  
any g i v e n  b u s i n e s s  s i t u a t i o n  a r e  g iv e n  a d e q u a t e  c o n s i d e r a t i o n . 15 a 
l o g i c a l l y  sound a p p l i c a t i o n  o f  c o n s e r v a t i s m  would c a l l  n o t  f o r  r e p o r t i n g  
an a s s e t  (o r  any o t h e r  e l e m e n t  i n  t h e  a c c o u n t i n g  p r o j e c t )  a t  i t s  l o w e s t  
(o r  h i g h e s t )  v a l u e  which  can  be  s u s t a i n e d ,  b u t  f o r  r e p o r t i n g  a v a l u e  
a t  t h e  h i g h e s t  p r o b a b i l i t y  o f  b e i n g  p roved  c o r r e c t  by l a t e r  e v e n t s . ^
In  any  e v e n t ,  how ever ,  c o n s e r v a t i s m  s h o u ld  n o t  t r a n s c e n d  f u l l  d i s c l o s u r e .
M a t e r i a l i t y
As p r e v i o u s l y  p o i n t e d  o u t ,  t h e  r e p o r t i n g  o f  e v e r y  f i n a n c i a l  
d e t a i l  by a c c o u n t a n t s  i s  i m p r a c t i c a l ;  t h e y  must r e s o r t  t o  c l a s s i f i c a t i o n  
and c o n d e n s a t i o n  o f  t h e  f i n a n c i a l  d a t a .  As t h e i r  g u i d e  i n  f i n a n c i a l  
r e p o r t i n g  d e c i s i o n s ,  a c c o u n t a n t s  f o l l o w  t h e  r u l e  o f  f u l l  d i s c l o s u r e  o f  
a l l  i t e m s  which  w i l l  m a t e r i a l l y  a f f e c t  t h e  r e p o r t e d  r e s u l t s . 17
O b v io u s ly  t h e  q u e s t i o n  o f  m a t e r i a l i t y  must be  r e s o l v e d  on t h e  
b a s i s  o f  t h e  s u r r o u n d i n g  c i r c u m s t a n c e s  and t h e  s e t t i n g  w i t h i n  which  th e  
i t e m  i n  q u e s t i o n  a p p e a r s .  The A merican  A c c o u n t in g  A s s o c i a t i o n ' s  
Committee on A c c o u n t in g  C o n cep ts  and S t a n d a r d s  c o n c lu d e d  t h a t  an i t e m
^ M a u r i c e  M o o n i t z ,  The B a s i c  P o s t u l a t e s  o f  A c c o u n t in g  (New York : 
A merican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  19 6 1 ) ,  p .  4 7 .
^ J o h n  B. C an n in g ,  The Economics  o f  A c c o u n t a n c y , (New Y ork :
The Ronald P r e s s  Company, 19 2 9 ) ,  a s  c i t e d  i n  I b i d . ,  p .  48 .
17A f r e q u e n t  e x c e p t i o n ,  how ever ,  i s  i n t a n g i b l e s .
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s h o u ld  be  r e g a r d e d  a s  m a t e r i a l  i f  t h e r e  i s  r e a s o n  t o  b e l i e v e  t h a t
18knowledge  o f  i t  would i n f l u e n c e  t h e  d e c i s i o n s  o f  an in fo rm ed  i n v e s t o r .
One a u t h o r  r e c e n t l y  w r o t e  t h a t  m a t e r i a l i t y  d e c i s i o n s  s h o u ld
depend n o t  o n l y  on i n f e r e n c e s  t h a t  an " a v e r a g e "  i n v e s t o r  m ig h t  draw
from f i n a n c i a l  s t a t e m e n t s ,  b u t  on i n t e r p r e t a t i o n s  t h a t  m ig h t  be e x p e c t e d
from t h e  a p p l i c a t i o n  o f  t h e  b e s t  methods  o f  f i n a n c i a l  a n a l y s i s  such a s
a v e r a g e s ,  t r e n d s ,  and r a t i o s  t h a t  e s t a b l i s h  m e a n i n g f u l  a n a l y t i c a l
1 Qr e l a t i o n s h i p s  o f  i n f o r m a t i o n  commonly found i n  a n n u a l  r e p o r t s .  7
On th e  w h o le ,  t h e  m a t e r i a l i t y  o f  an i t e m  dep en d s  on i t s  r e l a t i v e  
s i z e ,  i t s  n a t u r e ,  o r  a c o m b i n a t i o n  o f  b o t h - - a l l  d e t e r m i n e d  by t h e  e x e r ­
c i s i n g  o f  j u d g m e n t .
F u l l  D i s c l o s u r e
Once an i t e m  i s  d e t e r m i n e d  t o  be  m a t e r i a l ,  i t  s h o u ld  be  d i s c l o s e d  
or r e p o r t e d .  The i n f l u e n c e  o f  f i n a n c i a l  s t a t e m e n t s  i n  t h e  d e c i s i o n - m a k i n g
1 8 American  A c c o u n t i n g  A s s o c i a t i o n ,  Committee on A c c o u n t in g  C oncep ts  
and S t a n d a r d s ,  " A c c o u n t in g  and R e p o r t i n g  S t a n d a r d s  f o r  C o r p o r a t e  F i n a n ­
c i a l  S t a t e m e n t s - - 1957 R e v i s i o n , "  A c c o u n t in g  and R e p o r t i n g  S t a n d a r d s  f o r  
C o r p o r a t e  F i n a n c i a l  S t a t e m e n t s  and P r e c e d i n g  S t a t e m e n t s  and S u p p l e m e n t s , 
(Columbus,  Ohio : American  A c c o u n t in g  A s s o c i a t i o n ,  1957) , p .  8 .
19 Donald R a p p a p o r t ,  " M a t e r i a l i t y , "  The J o u r n a l  o f  A c c o u n t a n c y ,
CXVII ( A p r i l ,  1 9 6 4 ) ,  4 8 .  T h i s  a r t i c l e  i n c l u d e s  " t h r e e  s p e c i f i c  g u i d e -  
p o s t s  f o r  m a t e r i a l i t y  d e c i s i o n s  a b o u t  p r e s e n t a t i o n  o f  n e t  Income, f i v e  
a r e a s  o f  g u i d a n c e  f o r  s e p a r a t e  d i s c l o s u r e  o f  e x t r a n e o u s  i t e m s  and f o r  
d i s c l o s u r e  o f  l a c k  o f  c o m p a r a b i l i t y  i n  income s t a t e m e n t s ,  e i g h t  g u i d e -  
p o s t s  f o r  b a l a n c e  s h e e t  m a t e r i a l i t y  d e c i s i o n s  and f i v e  f o r  d i s c l o s u r e  
o f  c e r t a i n  o t h e r  d a t a  and i n f o r m a t i o n , "  p .  4 3 .
2®See Samuel M. Woolsey,  "D eve lopm ent  o f  C r i t e r i a  t o  Guide  t h e  
A c c o u n ta n t  i n  J u d g in g  M a t e r i a l i t y , "  The J o u r n a l  o f  A c c o u n t a n c y , XCVII 
( F e b r u a r y ,  1954) ,  167 -1 7 3 ,  and Delmer P.  H y l to n ,  "Some Comments on 
M a t e r i a l i t y , "  The J o u r n a l  o f  A c c o u n ta n c y , CXII (S ep te m b e r ,  1 9 6 1 ) ,  6 1 - 6 4 .
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p r o c e s s  o f  many g r o u p s  h a s  a l r e a d y  been  i n d i c a t e d .  For a g r e a t  many
p e r s o n s ,  t h e  f i n a n c i a l  s t a t e m e n t s  a r e  t h e i r  o n l y  s o u r c e  o f  i n f o r m a t i o n
c o n c e r n i n g  t h e  s t a t u s  o f  an e n t e r p r i s e .  The a c c o u n t a n t ,  aw are  o f  t h e
n e e d s  o f  t h e s e  g r o u p s ,  c an  make t h e  s t a t e m e n t s  u s e f u l  by  r e p o r t i n g  a l l
o f  t h e  d a t a  a t  h i s  d i s p o s a l  t h a t  a r e  r e q u i r e d  i n  r e a c h i n g  in fo rm ed
o p i n i o n s .  In  m e e t in g  h i s  r e p o r t i n g  r e s p o n s i b i l i t i e s ,  t h e  a c c o u n t a n t
s h o u ld  remember t h a t  such  d a t a  a r e  n o t  l i m i t e d  to  m a t t e r s  o f  t h e  p a s t
and  t h e  p r e s e n t ,  b u t ,  u n d e r  c e r t a i n  c i r c u m s t a n c e s ,  i n c l u d e  m a t t e r s
91r e l a t i n g  t o  t h e  f u t u r e / 1 For  p r o p e r  d i s c l o s u r e ,  a s  i s  t r u e  o f  many
o f  t h e  o t h e r  a c c o u n t i n g  c o n c e p t s ,  t h e r e  i s  no s u b s t i t u t e  f o r  sound 
22j u d g m e n t .
M atch ing
As p r e v i o u s l y  p o i n t e d  o u t ,  t h e o r e t i c a l l y  t h e  most a c c u r a t e  
f i n a n c i a l  r e p o r t s  can  b e  r e n d e r e d  upon t h e  t e r m i n a t i o n  o f  t h e  b u s i n e s s  
e n t e r p r i s e .  P r a c t i c a l l y ,  how ever ,  such  a d e l a y  i n  f i n a n c i a l  r e p o r t i n g  
would p r o v i d e  l i t t l e ,  i f  in d e ed  a n y ,  v a l u e  to  t h o s e  who a r e  i n t e r e s t e d  
i n  t h e  f i n a n c i a l  a f f a i r s  o f  a b u s i n e s s  c o n c e r n .  T h e r e f o r e ,  p e r i o d i c a l l y  
t h e  a c c o u n t a n t  must d i v i d e  t h e  s t r e a m  o f  c o s t s  i n c u r r e d  b e tw ee n  t h e  
p r e s e n t  and t h e  f u t u r e  t o  be m atched  a g a i n s t  t h e  m easu red  r e v e n u e  
s t r e a m  o f  t h e  e n t e r p r i s e .
91 H a r ry  Simons and W i l b e r t  E. K a r r e n b r o c k ,  I n t e r m e d i a t e  A c co u n t ­
in g  ( f o u r t h  e d i t i o n ;  C i n c i n n a t i :  S o u th - W e s te r n  P u b l i s h i n g  Company,
1 9 6 4 ) ,  p .  51.
^ S e e  C h a r l e s  H. G r i f f i n  and Thomas H. W i l l i a m s ,  "M e a su r in g  
A d eq u a te  D i s c l o s u r e , "  The J o u r n a l  o f  A c c o u n t a n c y , CIX ( A p r i l ,  1 9 6 0 ) ,  4 5 .
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The c e n t r a l  theme o f  m a tc h in g  i s  t h a t  e x p i r e d  c o s t s  s h o u ld  be 
a s s i g n e d  t o  t h e  income s t a t e m e n t  w h i l e  u n e x p i r e d  c o s t s  s h o u ld  be  r e p o r t e d  
i n  t h e  b a l a n c e  s h e e t  t o  be  a s s i g n e d  i n  s u b s e q u e n t  p e r i o d s .  The implemen­
t a t i o n  o f  t h i s  c o n c e p t  c a u s e d  P a to n  and L i t t l e t o n  t o  c o n c l u d e  t h a t  
"m a tc h in g  c o s t s  and  r e v e n u e s  i s  p r i m a r i l y  a p ro b le m  o f  f i n d i n g  s a t i s ­
f a c t o r y  b a s e s  o f  a s s o c i a t i o n ;  t h e  e s s e n t i a l  t e s t  i s  economic r e a s o n a b l e ­
n e s s ,  r a t h e r  t h a n  p h y s i c a l  m e a s u r e m e n t , " ^  As was o b s e r v e d  c o n c e r n i n g  
d i s c l o s u r e ,  t h e  a c c u r a c y  o f  m a tc h in g  w i l l  d e p en d ,  t o  a v e r y  l a r g e  
e x t e n t ,  on t h e  a c c o u n t a n t ' s  c a r e f u l l y  e x e r c i s e d  judgm en t  and i n t e r p r e ­
t a t i o n ,  r a t h e r  t h a n  upon a d e f i n i t e l y  d e t e r m i n a b l e  amount o f  o u t l a y  p e r  
p e r i o d .
Going Concern
The m a tc h in g  p r o c e s s ,  l i k e  many o t h e r  a c c o u n t i n g  c o n c e p t s ,  i s  
p r e d i c a t e d  upon t h e  c o n t i n u i t y  o f  e x i s t e n c e  a s s u m p t i o n ,  i . e . ,  i n  t h e  
a b s e n c e  o f  c o n t r a r y  e v i d e n c e ,  t h e  l i f e  o f  a b u s i n e s s  e n t e r p r i s e  i s  
assumed t o  be i n d e f i n i t e . ^  T h i s  a s s u m p t i o n ,  o f t e n  c a l l e d  t h e  g o in g  
c o n c e r n  c o n c e p t ,  con fo rm s  to  t h e  u s u a l  e x p e c t a t i o n s  o f  e n t e r p r i s e  owners  
and m a n a g e r s ;  p o s s i b l e  l i q u i d a t i o n  i s  n o t  t h e  u s u a l  e x p e c t a t i o n  w h i l e
OC
c o n t i n u i t y  i s .  T h i s  a s s u m p t i o n  e x e r t s  a  g r e a t  i n f l u e n c e  on t h e
2^ P a to n  and L i t t l e t o n ,  £ £ .  c i t . , p .  65 .
2^ M o o n i t z ,  _op. c i t . , p .  39 ,  warns  a g a i n s t  i d e n t i f y i n g  t h e  c o n t i n u i t y  
a s s u m p t i o n  o r  " g o i n g  c o n c e r n "  c o n c e p t  w i t h  " p e r m a n e n c e . "  "Perm anence  
m eans ,  f u n d a m e n t a l l y ,  t h a t  economic a c t i v i t y  o f  some s o r t  o r  o t h e r  w i l l  
be  c a r r i e d  on a s  lo n g  a s  human b e i n g s  i n h a b i t  t h i s  p l a n e t .  I t  i s ,  
t h e r e f o r e ,  much to o  sweep ing  a c o n c e p t  t o  s e r v e  a s  a g u i d e  t o  a c t i o n . "
25P a t o n  and L i t t l e t o n ,  £ £ .  c i t . ,  p .  9 .
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manner  i n  which a c c o u n t a n t s  r e p o r t  a s s e t  v a l u e s  i n  t h e  f i n a n c i a l  
s t a t e m e n t s .  L a t e r  s e c t i o n s  o f  t h i s  s t u d y  w i l l  d e v e l o p  i n  d e t a i l  th e  
r o l e  o f  t h e  c o n t i n u i t y  a s s u m p t i o n  i n  r e p o r t i n g  income t a x e s .
A b ack g ro u n d  knowledge  c o n c e r n i n g  t h e  c o n c e p t s  o f  o b j e c t i v i t y ,  
c o n s e r v a t i s m ,  m a t e r i a l i t y ,  f u l l  d i s c l o s u r e ,  m a t c h i n g ,  and g o i n g  
c o n c e r n  i s  p e r t i n e n t  t o  an u n d e r s t a n d i n g  o f  t h e  u n d e r l y i n g  b a s i s  o f  
c o n te m p o r a r y  f i n a n c i a l  r e p o r t i n g .  These  c o n c e p t s  fo rm t h e  f o u n d a t i o n  
f o r  t h e  s t r u c t u r e  o f  t h e  b a l a n c e  s h e e t  and income s t a t e m e n t - - t h e  
p r i n c i p a l  g e n e r a l - p u r p o s e  f i n a n c i a l  s t a t e m e n t s .
C. THE STRUCTURE OF FINANCIAL REPORTS
A l th o u g h  th e  b a l a n c e  s h e e t  and  income s t a t e m e n t  a r e  t h e  p r i n c i p a l  
s t a t e m e n t s ,  an a n a l y s i s  o f  c h an g e s  i n  r e t a i n e d  e a r n i n g s  som et im es  
a p p e a r s  i n  p u b l i s h e d  r e p o r t s  a s  a t h i r d  s t a t e m e n t .  O th e r  s t a t e m e n t s  
r e c e i v i n g  r e c e n t  a t t e n t i o n  i n c l u d e  s o u r c e s  and d i s p o s i t i o n  o f  funds  and 
c a s h  f low  s t a t e m e n t s .  W hi le  t h e s e  " e x t r a s "  do  s e r v e  a s p e c i f i c  
p u r p o s e ,  t h e y ,  a s  y e t ,  h ave  n o t  t h e  u n i v e r s a l  im p o r t a n c e  o f  t h e  b a l a n c e  
s h e e t  and income s t a t e m e n t .  And t h e s e  a r e  t h e  s t a t e m e n t s  w hich  pose  
t h e  g r e a t e s t  p ro b lem  i n  r e p o r t i n g  income t a x e s .  In  o r d e r  t o  g a i n  a 
p e r s p e c t i v e  o f  t h e  p ro b le m s  o f  p r e s e n t a t i o n  a s s o c i a t e d  w i t h  a c c o u n t i n g  
f o r  income t a x e s ,  a r e v i e w  o f  t h e  e x i s t i n g  t h e o r e t i c a l  s t r u c t u r e  o f  t h e  
p r i n c i p a l  f i n a n c i a l  s t a t e m e n t s  composes  t h e  n e x t  s e c t i o n  o f  t h i s  s t u d y .
B a l a n c e  S h e e t
The b a l a n c e  s h e e t  r e l i e s  on t h e  g o in g  c o n c e r n  i d e a  f o r  much o f  i t s  
r a t i o n a l e .  The c o n t i n u i t y  a s s u m p t i o n  u n d e r s c o r e s  t h e  u s e  o f  h i s t o r i c a l
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c o s t  v a l u e s  on t h e  b a l a n c e  s h e e t ;  t h e s e  c o s t s  a r e  te rmed  u n e x p i r e d  c o s t s
and a t  t h e  t im e  t h e y  become e x p i r e d ,  t h e y  w i l l  be t r a n s f e r r e d  t o  t h e
income s t a t e m e n t ,  e . g . ,  eq u ip m en t  and d e p r e c i a t i o n .
Whereas  o r i g i n a l  c o s t  i s  s t r i c t l y  a d h e r e d  t o  f o r  some a s s e t s ,
p a r t i c u l a r  f i x e d  a s s e t s ,  c u r r e n t  m a r k e t  v a l u e s  a r e  used  f o r  o t h e r
a s s e t s  l i k e  i n v e n t o r i e s  and  t e m p o ra ry  i n v e s t m e n t s  whose m a rk e t  v a l u e s
a r e  l e s s  t h a n  t h e i r  c o s t .  C o n s e q u e n t l y ,  i n  l i e u  o f  a p r e c i s e ,  c l e a r - c u t
d e f i n i t i o n  o f  t h e  b a l a n c e  s h e e t ,  a b o u t  t h e  o n ly  c o n c l u s i o n  t h a t  can  be
made a b o u t  t h i s  s t a t e m e n t  i s  t h a t  i t  i s  a p o o l  o f  v a l u e s ,  b o t h
h i s t o r i c a l  and c u r r e n t ,  a t  a p o i n t  i n  t i m e .  I t  r e f l e c t s  t h e  r e s o u r c e s ,
c a l l e d  a s s e t s ,  o f  t h e  b u s i n e s s  e n t e r p r i s e  and t h e  c l a i m s  o r  r i g h t s
a t t a c h i n g  t o  t h e  e n t e r p r i s e .  These  c l a i m s  a r e  o f  a t w o - f o l d  n a t u r e ,
t h o s e  o f  t h i r d  p a r t i e s  c a l l e d  l i a b i l i t i e s ,  and t h o s e  o f  t h e  ow ners ,
c a l l e d  o w n e r s '  e q u i t y .  These  m a jo r  b a l a n c e  s h e e t  s e c t i o n s  a r e  in  t u r n
f u r t h e r  c l a s s i f i e d  i n t o  g r e a t e r  d e t a i l .
The g e n e r a l  t e rm ,  a s s e t s ,  h a s  b e e n  d e f i n e d  i n  v a r i o u s  ways.
P e r h a p s  t h e  most  n a r ro w  and t e c h n i c a l  meaning g i v e n  i s  t h a t  o f  th e
American  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s .
Som eth ing  r e p r e s e n t e d  by a d e b t  b a l a n c e  t h a t  i s  o r  would be 
p r o p e r l y  c a r r i e d  fo rw a rd  upon a  c l o s i n g  o f  b o oks  o f  a c c o u n t  
a c c o r d i n g  to  t h e  r u l e s  o r  p r i n c i p l e s  o f  a c c o u n t i n g  ( p r o v i d e d  
such  d e b i t  b a l a n c e  i s  n o t  i n  e f f e c t  a n e g a t i v e  b a l a n c e  a p p l i ­
c a b l e  t o  a l i a b i l i t y ) ,  on t h e  b a s i s  t h a t  i t  r e p r e s e n t s  e i t h e r  
a p r o p e r t y  r i g h t  o r  v a l u e  a c q u i r e d ,  o r  an e x p e n d i t u r e  made which
"Review and Resume,"  A c c o u n t in g  T e rm in o lo g y  B u l l e t i n  No. 1 (New York: 
American  I n s t i t u t e  o f  A c c o u n t a n t s ,  1 9 5 3 ) ,  p .  13 r e p r i n t e d ” i n  American  
I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  A c c o u n t in g  R e s e a r c h  and 
Te rm in o lo g y  B u l l e t i n s  ( f i n a l  e d i t i o n ;  New York : A m er ican  I n s t i t u t e  o f
C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  1 9 6 1 ) .
p r o p e r l y  a p p l i c a b l e  t o  th e
^ A m e r i c a n  I n s t i t u t e  o f  A c c o u n t a n t s ,  Commit tee  on T e rm ino logy
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A more f u n c t i o n a l  d e f i n i t i o n  o f  a s s e t s  i s  g i v e n  by t h e  American  
A c c o u n t in g  A s s o c i a t i o n .  T h i s  body f e e l s  t h a t  a s s e t s  a r e  s im p ly  economic 
r e s o u r c e s  d e v o t e d  to  b u s i n e s s  p u r p o s e s  w i t h i n  a s p e c i f i c  a c c o u n t i n g  
e n t i t y .  They a r e  a g g r e g a t e s  o f  s e r v i c e - p o t e n t i a l s  t h a t  a r e  a v a i l a b l e  
f o r  o r  b e n e f i c i a l  t o  e x p e c t e d  o p e r a t i o n s . 27
S p ro u se  and M ooni tz  summed up th e  n a t u r e  o f  a s s e t s  a s  b e i n g  
t w o - f o l d .  F i r s t ,  a s s e t s  r e p r e s e n t  e x p e c t e d  f u t u r e  economic  b e n e f i t s ,  
and s e c o n d ,  t h e y  must h a v e  been  a c q u i r e d  by t h e  e n t e r p r i s e  a s  a r e s u l t  
o f  some c u r r e n t  o r  p a s t  t r a n s a c t i o n . 28 The a s s e t s  o f  an e n t e r p r i s e  
a r e  g e n e r a l l y  c l a s s i f i e d  i n  t h e i r  o r d e r  o f  l i q u i d i t y .
C u r r e n t  a s s e t s . As c u r r e n t  a s s e t s  a r e  u s u a l l y  c o n s i d e r e d  t h e  most  
l i q u i d  o f  a l l  a s s e t s ,  t h e  u s u a l  a r r a n g e m e n t ,  e x c e p t  f o r  p u b l i c  u t i l i ­
t i e s ,  p l a c e s  them f i r s t  i n  t h e  b a l a n c e  s h e e t .
I t  i s  f r e q u e n t l y  s t a t e d  t h a t  c u r r e n t  a s s e t s  i n c l u d e  t h o s e  r e s o u r c e s  
which a r e  r e a s o n a b l y  e x p e c t e d  to  be  (1) r e a l i z e d  i n  c a s h ,  (2) s o l d ,  o r  
(3) consumed d u r i n g  t h e  norm al  o p e r a t i n g  c y c l e  o f  t h e  b u s i n e s s .  Some 
a c c o u n t a n t s  m a i n t a i n  t h a t  p r e p a i d  e x p e n s e s  a r e  a l s o  i n c l u d e d  i n  t h i s  
c a t e g o r y  o f  a s s e t s  n o t  b e c a u s e  th e y  w i l l  be  c o n v e r t e d  i n t o  c a s h  b u t  
b e c a u s e  i f  n o t  p a i d  i n  a d v a n c e ,  t h e y  would r e q u i r e  t h e  u se  o f  c u r r e n t
77A merican  A c c o u n t in g  A s s o c i a t i o n ,  c i t . , p .  3.
2®Robert  T. Sp ro u se  and M au r ice  M o o n i tz ,  A T e n t a t i v e  S e t  o f  
Broad  A c c o u n t in g  P r i n c i p l e s  f o r  B u s i n e s s  E n t e r p r i s e s  (New York:
American  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  1 9 6 2 ) ,  p .  5 4 .
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a s s e t s  d u r i n g  t h e  o p e r a t i n g  c y c l e  o f  t h e  e n t e r p r i s e . ^9 O b v io u s ly ,  
s u ch  a c r i t e r i o n  f o r  c l a s s i f y i n g  p r e p a i d  e x p e n s e s  i s  unsound b e c a u s e  
i f  any a s s e t  i s  n o t  p a i d  f o r  i n  ad v an ce  i t  w i l l  a l m o s t  a lw ay s  r e q u i r e  
t h e  u se  o f  c u r r e n t  fu n d s  f o r  i t s  a c q u i s i t i o n .  A more l o g i c a l  c r i t e r i o n  
seems to  be  one d e t e r m i n e d  on t h e  b a s i s  o f  t i m e .  T ha t  i s ,  i f  t h e  
f u t u r e  economic  b e n e f i t  i s  e x p e c t e d  to  be r e a l i z e d  o r  i s  a s s i g n a b l e  t o  
r e v e n u e  i n  t h e  n e x t  o p e r a t i n g  c y c l e  o r  f i s c a l  y e a r  o f  t h e  f i r m ,  t h e n  a 
c u r r e n t  c l a s s i f i c a t i o n  i s  i n  o r d e r .  O t h e r w i s e ,  a n o n - c u r r e n t  d e s i g n a ­
t i o n  i s  a p p r o p r i a t e .
I n v e s t m e n t s . The n e x t  most l i q u i d  a s s e t s  a r e  c o n s i d e r e d  t o  be 
i n v e s t m e n t s .  T h i s  s u b - c l a s s i f i c a t i o n  g e n e r a l l y  i n c l u d e s  r e s o u r c e s  
h e l d  f o r  such  l o n g - t e r m  p u r p o s e s  (beyond t h e  no rm al  o p e r a t i n g  c y c l e )  
a s  r e g u l a r  incom e,  a p p r e c i a t i o n ,  o r  o w n e r sh ip  c o n t r o l . 30 i n  a d d i t i o n ,  
t h i s  c l a s s  h e a d i n g  b e s t  d e s c r i b e s  c e r t a i n  t y p e s  o f  p r e p a y m e n ts  which 
a p p l y  beyond th e  n e x t  o p e r a t i n g  o r  f i s c a l  y e a r  o f  t h e  f i r m .
P l a n t  and e q u i p m e n t . P l a n t  a s s e t s  a r e  d e s c r i b e d  a s  t h o s e  
t a n g i b l e  a s s e t s  o f  a r e l a t i v e l y  f i x e d  o r  p e rm a n e n t  n a t u r e  t h a t  a r e  
u s ed  i n  t h e  o p e r a t i o n s  o f  a b u s i n e s s .  I t  i s  i m p l i e d ,  o f  c o u r s e ,  t h a t
^ A m e r i c a n  I n s t i t u t e  o f  A c c o u n t a n t s ,  Commit tee  on A c c o u n t in g  
P r o c e d u r e ,  " R e s t a t e m e n t  and R e v i s i o n  o f  A c c o u n t in g  R e s e a r c h  B u l l e t i n s "  
A c c o u n t in g  R e s e a r c h  B u l l e t i n  No. 43 (New York:  A m er ican  I n s t i t u t e  o f
A c c o u n t a n t s ,  1 9 5 3 ) ,  p .  20 r e p r i n t e d  i n  A m er ican  I n s t i t u t e  o f  C e r t i f i e d  
P u b l i c  A c c o u n t a n t s ,  A c c o u n t in g  R e s e a r c h  and T e rm in o lo g y  B u l l e t i n s  
( f i n a l  e d i t i o n ;  New Y ork :  A m er ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c
A c c o u n t a n t s ,  1 9 6 1 ) .
30Simons and K a r r e n b r o c k ,  a g .  c i t . , p .  12.
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such  a s s e t s  a r e  n o t  h e l d  f o r  s a l e . 31 I n c l u d e d  u nde r  t h i s  h e a d i n g  a r e  
l a n d ,  b u i l d i n g ,  m a c h i n e r y ,  and e q u ip m e n t .
I n t a n g i b l e s . As a c l a s s  o f  a s s e t s ,  i n t a n g i b l e s  p o s s e s s  c h a r a c t e r ­
i s t i c s  s i m i l a r  t o  o t h e r  a s s e t s  w i t h  one  d i f f e r e n c e .  The v a l u e  o f  
i n t a n g i b l e s  d o es  n o t  d e r i v e  from t h e i r  p h y s i c a l  n a t u r e  b u t  from t h e  
r i g h t  c o n f e r r e d  by t h e i r  o w n e r s h i p . 32 Examples i n c l u d e  p a t e n t s ,  copy­
r i g h t s ,  and t r a d e m a r k s .
O th e r  a s s e t s . O c c a s i o n a l l y  a c c o u n t a n t s  e n c o u n t e r e d  n o n - c u r r e n t  
a s s e t s  which th e y  im p r o p e r l y  c l a s s i f y  a s  o t h e r  a s s e t s .  Such a 
c l a s s i f i c a t i o n  h a s  no p l a c e  i n  i n f o r m a t i v e  f i n a n c i a l  r e p o r t i n g  b e c a u s e  
t h e  t r u e  n a t u r e  o f  t h e  i t e m s  l i s t e d  t h e r e i n  i s  n o t  r e v e a l e d .  The 
p r a c t i c e  o f  i n c l u d i n g  an " o t h e r  a s s e t s "  c l a s s i f i c a t i o n  cn t h e  b a l a n c e  
s h e e t  i s  a d e t e r r e n t  t o  p r o p e r  a n a l y s i s  o f  t h e  f i n a n c i a l  p o s i t i o n  o f  
a f i r m .  In  s h o r t ,  t h e  u t i l i t a r i a n  r o l e  o f  f i n a n c i a l  r e p o r t i n g  i s  n o t  
s e r v e d  by u t i l i z i n g  such  an ambiguous  c l a s s - h e a d i n g  a s  o t h e r  a s s e t s .
D e f e r r e d  c h a r g e s . In  a few i n s t a n c e s ,  a c l a s s  h e a d i n g  c a l l e d  
d e f e r r e d  c h a r g e s  i s  e n c o u n t e r e d  a s  t h e  l a s t  c l a s s i f i c a t i o n  f o r  a s s e t s  
i n  t h e  b a l a n c e  s h e e t .  F in n e y  and M i l l e r  d e f i n e d  d e f e r r e d  c h a r g e s  a s  
t h o s e  c h a r g e s  which  a r e  t o  be  u sed  i n  t h e  d e t e r m i n a t i o n  o f  n e t  income o f  
s u b s e q u e n t  p e r i o d s  c o v e r i n g  a t im e  span  o f  more t h a n  an  o p e r a t i o n  c y c l e . 33
31C. R o l l i n  Niswonger  and P h i l i p  C. F e s s ,  A c c o u n t in g  P r i n c i p l e s  
( n i n t h  e d i t i o n ;  C i n c i n n a t i :  S o u th - W e s te r n  P u b l i s h i n g  Company, 19 6 5 ) ,
p .  251.
^ J a m e s  H. R o s s e l l  and W i l l i a m  W. F r a s u r e ,  M a n a g e r i a l  A c c o u n t in g  
(Columbus,  Ohio :  C h a r l e s  E. M e r r i l l  Books,  I n c . ,  1 9 6 4 ) ,  p .  16.
■^H. A. F in n e y  and H e r b e r t  E. M i l l e r ,  P r i n c i p l e s  o f  A c c o u n t i n g - -  
I n t e r m e d i a t e  ( f i f t h  e d i t i o n ;  Englewood C l i f f s ,  New J e r s e y :  P r e n t i c e -
H a l l ,  I n c . ,  19 5 8 ) ,  p .  48 .
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Some a c c o u n t a n t s  q u i t e  l e g i t i m a t e l y  o b j e c t  to  a d e f e r r e d  c h a r g e s  
d e s i g n a t i o n  on t h e  g ro u n d s  t h a t  t h i s  d e s i g n a t i o n  c o u ld  be a p p l i e d  to  
a l l  c o s t s  a s s i g n a b l e  t o  f u t u r e  p e r i o d s  i n c l u d i n g  i n v e n t o r i e s ,  p l a n t  
and e q u ip m e n t ,  and i n t a n g i b l e s . ^  A c c o r d i n g l y ,  t h e r e  i s  l i t t l e ,  i f  
i n d e e d  a n y ,  j u s t i f i c a t i o n  f o r  such a d e s i g n a t i o n  f o r  a s s e t s .  I t  i s  
hoped t h a t  t h e  d e f e r r e d  c h a r g e s  c l a s s i f i c a t i o n  a s  w e l l  a s  t h e  " o t h e r  
a s s e t s "  d e s i g n a t i o n  w i l l  c o n t i n u e  to  d w in d le  from t h e  a c c o u n t i n g  s c e n e .
T he re  a r e  two c l a s s e s  o f  c l a i m s  a g a i n s t  t h e  a c c o u n t i n g  e n t i t y - -  
t h o s e  o f  c r e d i t o r s  and o w n e rs .  The c r e d i t o r s '  c l a i m s  a r e  more g e n e r ­
a l l y  known a s  l i a b i l i t i e s .
L i a b i l i t i e s  may be  d e f i n e d  a s  c l a i m s  a g a i n s t  t h e  e n t e r p r i s e  
a r i s i n g  from p a s t  a c t i v i t i e s  o r  e v e n t s  which  u s u a l l y  r e q u i r e  c o r p o r a t e
T C
r e s o u r c e s  f o r  t h e i r  d i s c h a r g e .  L i a b i l i t i e s  a r e  u s u a l l y  d i s c h a r g e d  
t h r o u g h  c o n v e y in g  a s s e t s  or p e r f o r m i n g  s e r v i c e s  a t  some f u t u r e  d a t e . 3**
■^Simons and K a r r e n b r o c k ,  _op. c i t . ,  p .  13.
^ A m e r i c a n  A c c o u n t i n g  A s s o c i a t i o n ,  _o£. c i t . , p .  7.  The American  
I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s  Commit tee  on T e rm in o lo g y  
d e f i n e s  t h e  t e rm  " l i a b i l i t i e s "  v e r y  b r o a d l y  t o  i n c l u d e  " n o t  o n l y  i t e m s  
w hich  c o n s t i t u t e  l i a b i l i t i e s  i n  t h e  p o p u l a r  s e n s e  o f  d e b t s  o r  o b l i ­
g a t i o n s  ( i n c l u d i n g  p r o v i s i o n  f o r  t h o s e  t h a t  a r e  u n a s c e r t a i n e d )  b u t  
a l s o  c r e d i t  b a l a n c e s  t o  be  a c c o u n t e d  f o r  which  do n o t  i n v o l v e  t h e  d e b t o r  
and c r e d i t o r  r e l a t i o n .  Fo r  e x am p le ,  c a p i t a l  s t o c k  and r e l a t e d  or  
s i m i l a r  e l e m e n t s  o f  p r o p r i e t o r s h i p  a r e  b a l a n c e  s h e e t  l i a b i l i t i e s  i n  
t h a t  t h e y  r a p r e a a n t  b a l a n c e s  t o  be  a c c o u n t e d  f o r ,  though  t h e s e  a r e  
n o t  l i a b i l i t i e s  I n  t h e  o r d i n a r y  s e n s e  o f  d e b t s  t o  l e g a l  c r e d i t o r s , "  
A m er ican  I n s t i t u t e  o f  A c c o u n t a n t s ,  Commit tee  on T e rm in o lo g y ,  oj>. c i t . , 
p .  14.
^ S p r o u s e  and M o o n i tz ,  l o c . c i t .
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For r e c o g n i t i o n  in  t h e  a c c o u n t s ,  some a c c o u n t a n t s  f e e l  t h a t  t h e  amount 
o f  t h e  l i a b i l i t y  s h o u ld  be  s u b j e c t  t o  c a l c u l a t i o n  o r  c l o s e  e s t i m a t i o n . 37
In  b r i e f ,  l i a b i l i t i e s  a r e  d i s t i n g u i s h e d  f rom  o t h e r  a c c o u n t i n g  
r e c o g n i t i o n s  by  t h r e e  f e a t u r e s :  (1) th e y  a r e  nonowner e q u i t i e s ,  c l a i m s ,
i n t e r e s t s  o r  a s s e t  r e s e r v a t i o n s ,  (2) th e y  g e n e r a l l y  i n v o l v e  f u t u r e  
a s s e t  e x p e n d i t u r e  f o r  t h e i r  s e t t l e m e n t ,  and ,  a c c o r d i n g  t o  one a c c o u n t a n t ,  
(3) t h e y  s h o u ld  r e l a t e  t o  a s s e t s  a l r e a d y  recognized . -*®  In  g e n e r a l ,  
l i a b i l i t i e s  r e p r e s e n t  l e g a l  o b l i g a t i o n s  e s t a b l i s h e d  by  some c u r r e n t  o r  
p a s t  e v e n t .
C u r r e n t  l i a b i l i t i e s . The u s u a l  f i r s t  s u b - h e a d i n g  f o r  l i a b i l i t i e s  
i s  r e s e r v e d  f o r  t h o s e  i t e m s  o f  a c u r r e n t  n a t u r e .  Some a c c o u n t a n t s  
have  s e t  f o r t h  a r a t h e r  q u e s t i o n a b l e  b a s i s  f o r  c l a s s i f y i n g  i t e m s  as  
c u r r e n t  l i a b i l i t i e s ;  t h e y  have  s t a t e d  t h a t  o b l i g a t i o n s  a r e  p r o p e r l y  
c a t e g o r i z e d  a s  c u r r e n t  l i a b i l i t i e s  i f  t h e i r  l i q u i d a t i o n  i s  e x p e c t e d  
to  r e q u i r e  (1) t h e  u s e  o f  r e s o u r c e s  c l a s s i f i e d  a s  c u r r e n t  a s s e t s ,  o r  
(2) t h e  c r e a t i o n  o f  o t h e r  c u r r e n t  l i a b i l i t i e s .  I t  i s  f u r t h e r  s t a t e d  
t h a t  o b l i g a t i o n s  f o r  i t e m s  which h ave  e n t e r e d  i n t o  t h e  o p e r a t i n g  c y c l e  
o r  d e b t s  t h a t  have  a r i s e n  d i r e c t l y  from o p e r a t i o n s  r e l a t e d  to  t h e
39o p e r a t i n g  c y c l e  a r e  a l s o  p r o p e r l y  c l a s s i f i e d  a s  c u r r e n t  l i a b i l i t i e s .
" ^ M au r ice  M o o n i tz ,  "The Changing  Concep t  o f  L i a b i l i t i e s , "  The 
J o u r n a l  o f  A c c o u n t a n c y , CIX (May, 1 9 6 0 ) ,  4 4 .
■*®Wendell P. T r u m b u l l ,  "When i s  a L i a b i l i t y ? "  The A c c o u n t in g  
R ev iew , XXXVIII ( J a n u a r y ,  1963) ,  4 6 .
' I Q
A merican  I n s t i t u t e  o f  A c c o u n t a n t s ,  Committee  on A c c o u n t in g  
P r o c e d u r e ,  .op. c i t . , p .  21.
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Such a b a s i s  f o r  c l a s s i f y i n g  o b l i g a t i o n s  a s  c u r r e n t  i s  open t o  
s e r i o u s  q u e s t i o n  b e c a u s e  n e a r l y  a l l  d e b t s  r e q u i r e  c a s h  f o r  t h e i r  
s e t t l e m e n t .  S c a r c e l y  any  a c c o u n t a n t s  would a g r e e  t h a t  a l l  o b l i g a t i o n s  
a r e  a lw ays  t o  be  c o n s i d e r e d  c u r r e n t  l i a b i l i t i e s .  To overcome t h i s  
o b j e c t i o n ,  i t  seems t h a t  a more f u n c t i o n a l  a p p r o a c h  t o  l i a b i l i t y  
c l a s s i f i c a t i o n  i s  to  c o n s i d e r  c u r r e n t  l i a b i l i t i e s  s im p ly  a s  t h o s e  
a c c o u n t s  which  w i l l  be  s e t t l e d  o r  a s s i g n e d  t o  t h e  income m easurement  
p r o c e s s  w i t h i n  t h e  n e x t  f i s c a l  y e a r  o r  o p e r a t i n g  c y c l e .
Lo n g - te rm  l i a b i l i t i e s . Some a c c o u n t a n t s  m a i n t a i n  t h a t  o b l i g a t i o n s  
which w i l l  n o t  r e q u i r e  c u r r e n t  a s s e t s  f o r  t h e i r  d i s c h a r g e  a r e  p r o p e r l y  
r e p o r t e d  a s  l o n g - t e r m  l i a b i l i t i e s .  T h i s  b a s i s  f o r  c l a s s i f y i n g  l i a b i l ­
i t i e s  i s  a l s o  s u b j e c t  t o  s e r i o u s  o b j e c t i o n s .  T h e re  a r e  some i t e m s  
which  may n o t  a c t u a l l y  r e q u i r e  a s s e t s  l i s t e d  a s  c u r r e n t  a s  o f  t h e  
b a l a n c e  s h e e t  d a t e  which  n e v e r t h e l e s s  a r e  e x p e c t e d  to  be  p a i d  d u r i n g  
t h e  n e x t  f i s c a l  y e a r .  T h e r e f o r e ,  such i t e m s  s h o u l d  be  c l a s s e d  a s  
c u r r e n t  l i a b i l i t i e s  r a t h e r  t h a n  l o n g - t e r m .  C o n s e q u e n t l y ,  a more 
s a t i s f a c t o r y  scheme would seem t o  be t o  c l a s s i f y  a s  l o n g - t e r m  l i a b i l ­
i t i e s  t h o s e  a c c o u n t s  w i t h  c r e d i t  b a l a n c e s  which  w i l l  n o t  be s e t t l e d  o r  
a s s i g n e d  t o  t h e  income m easurem ent  p r o c e s s  w i t h i n  t h e  n e x t  f i s c a l  y e a r  
o r  o p e r a t i n g  c y c l e .
D e f e r r e d  c r e d i t s . A n o th e r  s e c t i o n  f o r  l i a b i l i t i e s  i s  somet imes  
p r o v i d e d  on t h e  b a l a n c e  s h e e t  which  i s  c a l l e d  e i t h e r  d e f e r r e d  c r e d i t s ,  
d e f e r r e d  r e v e n u e s ,  o r  o c c a s i o n a l l y  d e f e r r e d  income,  t h e  l a t t e r  b e i n g  
e n t i r e l y  a misnomer .
A. P a t o n ,  ' " D e f e r r e d  I n c o m e ' - - A  M isn o m er , "  The J o u r n a l  o f  
A c c o u n ta n c y , CXII (S ep tem b er ,  1 9 6 1 ) ,  3 8 -4 0 .
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I t  i s  u s u a l l y  h e l d  t h a t  i t e m s  to  be l i s t e d  u nder  t h i s  c l a s s  
h e a d i n g  a r e  c r e d i t s  t h a t  a r e  t o  be  i n c l u d e d  i n  t h e  d e t e r m i n a t i o n  o f  
n e t  income o f  s u b s e q u e n t  p e r i o d s  c o v e r i n g  a t im e  span  i n  e x c e s s  o f  an 
o p e r a t i n g  c y c l e . ^
Many a c c o u n t a n t s  o b j e c t  t o  a d e f e r r e d  c r e d i t s  d e s i g n a t i o n  f o r  
l i a b i l i t i e s  on t h e  g ro u n d s  t h a t  many o f  t h e  i t e m s  which  a r e  g e n e r a l l y  
i n c l u d e d  i n  t h i s  b a l a n c e  s h e e t  s e c t i o n  a r e  more p r o p e r l y  o f f s e t s  t o  
some a s s e t  a c c o u n t s .  M o reo v er ,  i t  i s  f r e q u e n t l y  p o i n t e d  o u t  t h a t  a 
d e f e r r e d  c r e d i t  c l a s s i f i c a t i o n  p o s e s  a s p e c i a l  h a r d s h i p  on t h e  f i n a n c i a l  
a n a l y s t  i n  a t t e m p t i n g  to  i n t e r p r e t e  t h e  f i n a n c i a l  c o n d i t i o n  o f  an 
e n t e r p r i s e .  For  exam ple ,  how a r e  d e f e r r e d  c r e d i t s  t o  be  t r e a t e d  i n  
c o n v e n t i o n a l  r a t i o  a n a l y s i s  o f  t h e  b a l a n c e  s h e e t ?  I n d e e d ,  i t  does  
seem d i f f i c u l t  t o  j u s t i f y  such  a d e s i g n a t i o n ,  and i t s  g r a d u a l  d i s ­
a p p e a r a n c e  seems t o  be  w a r r a n t e d .
The u se  o f  a c l a s s  h e a d i n g  e n t i t l e d  " o t h e r  l i a b i l i t i e s "  f o r  
o b l i g a t i o n s  i s  s u b j e c t  t o  t h e  same c r i t i c i s m  a s  o u t l i n e d  above  f o r  
" o t h e r  a s s e t s . "  C o n s e q u e n t l y ,  i t  seems t h a t  j u s t i f i c a t i o n  can  o n ly  
be  o f f e r e d  i n  s u p p o r t  o f  two d e s i g n a t i o n s  f o r  l i a b i l i t i e s - - c u r r e n t  and 
l o n g - t e r m .
Owners '  e q u i t y . The second  ty p e  o f  e q u i t i e s  o f  an e n t e r p r i s e  
i s  t h a t  o f  t h e  o w n e rs ,  f r e q u e n t l y  l a b e l e d  o w n e r s '  e q u i t y  o r  c a p i t a l .
T h i s  s e c t i o n ,  o f  c o u r s e ,  r e p r e s e n t s  t h e  d i f f e r e n c e  b e tw ee n  t h e  a s s e t s  
and l i a b i l i t i e s - - t h e  r e s i d u a l .
^ F i n n e y  and M i l l e r ,  l o c . c i t .
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In  r e p o r t i n g  t h e  s t o c k h o l d e r s ’ e q u i t y  i n  an e n t e r p r i s e ,  a d i s ­
t i n c t i o n  i s  m a i n t a i n e d  b e tw een  i n v e s t e d  c a p i t a l  and r e t a i n e d  e a r n i n g s .  
R e t a i n e d  e a r n i n g s  i s  used  to  d e s i g n a t e  t h e  p o r t i o n  o f  t h e  o w n e rs '  
e q u i t y  w h ich  r e s u l t e d  from t h e  e n t e r p r i s e ' s  e n d ea v o r  t o  e a r n  a p r o f i t ,  
l e s s  t h e  p o r t i o n  which  h ave  been  d i s t r i b u t e d  t o  t h e  owners  v i a  
d i v i d e n d s .  I t  seems d e s i r a b l e  t h a t ,  a s  a g e n e r a l  r u l e ,  a l l  i t e m s  
u l t i m a t e l y  a f f e c t i n g  t h e  amount o f  r e t a i n e d  e a r n i n g s ,  e x c e p t  f o r  
d i v i d e n d s ,  be  r e f l e c t e d  i n  t h e  income m easu rem en t  p r o c e s s — i n  t h e  income 
s t a t e m e n t .
The form o f  t h e  b a l a n c e  s h e e t  i s  s u b j e c t  t o  g r e a t  v a r i a t i o n .
When e m p h as i s  i s  p l a c e d  upon t h e  e n t e r p r i s e ' s  w ork ing  c a p i t a l  p o s i t i o n  
and  l i q u i d i t y  t h e  c l a s s  h e a d i n g s  a r e  f r e q u e n t l y  r e p o r t e d  in  t h e  
f o l l o w i n g  o r d e r :
I t  seems t h a t  a more a c c u r a t e  i n t e r p r e t a t i o n  o f  t h e  f i n a n c i a l  c o n d i t i o n
o f  an a c c o u n t i n g  e n t i t y  i s  p o s s i b l e  i f  a c c o u n t a n t s  would a d h e r e  to
t h e  above  c l a s s i f i c a t i o n  s y s te m .
C o n t i n g e n c i e s . In  p r e p a r i n g  t h e  b a l a n c e  s h e e t ,  t h e  a c c o u n t a n t
may e n c o u n t e r  " c o n t i n g e n c i e s . "  The Commit tee  on A c c o u n t in g  P r o c e d u r e
d e f i n e d  c o n t i n g e n c i e s  f o r  a c c o u n t i n g  p u r p o s e s  a s :
an e x i s t i n g  c o n d i t i o n ,  s i t u a t i o n  o r  s e t  o f  c i r c u m s t a n c e s ,  
i n v o l v i n g  a c o n s i d e r a b l e  d e g r e e  o f  u n c e r t a i n t y ,  which  may,
ASSETS LIABILITIES
C u r r e n t  a s s e t s
I n v e s t m e n t s
P l a n t  and eq u ip m en t
I n t a n g i b l e s
C u r r e n t  l i a b i l i t i e s  
L o n g - te r m  l i a b i l i t i e s
OWNERS' EQUITY 
P a i d - i n  c a p i t a l  
R e t a i n e d  e a r n i n g s
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t h r o u g h  a r e l a t e d  f u t u r e  e v e n t ,  r e s u l t  i n  t h e  a c q u i s i t i o n  
o r  l o s s  o f  an  a s s e t ,  o r  t h e  i n c u r r e n c e  o r  a v o i d a n c e  o f  a 
l i a b i l i t y ,  u s u a l l y  w i t h  t h e  c o n c u r r e n c e  o f  a g a i n  o r  l o s s . ^
C o n t i n g e n t  a s s e t s  would a r i s e  where  t h e r e  e x i s t e d  c e r t a i n  
r i g h t s  o r  c l a i m s ,  somewhat u n c e r t a i n  i n  c h a r a c t e r  and o f t e n  i n d e t e r ­
m i n a t e  i n  amount ,  t h a t  c o u l d  m a t e r i a l i z e  a s  v a l u a b l e  a s s e t s  upon t h e  
f a v o r a b l e  t u r n  o f  c e r t a i n  e v e n t s .  C o n t i n g e n t  l i a b i l i t i e s  would be  
e n c o u n t e r e d  where  p a s t  a c t i v i t i e s  o r  c i r c u m s t a n c e s  may have  g i v e n  r i s e  
t o  p o s s i b l e  f u t u r e  l i a b i l i t i e s  a l t h o u g h  l e g a l  o b l i g a t i o n s  do n o t  e x i s t
on t h e  d a t e  o f  t h e  b a l a n c e  s h e e t . ^3
P e r h a p s  due  to  t h e  i n f l u e n c e  o f  c o n s e r v a t i s m ,  a c c o u n t a n t s  much 
more r e a d i l y  r e c o g n i z e  c o n t i n g e n t  l i a b i l i t i e s  t h a n  c o n t i n g e n t  a s s e t s , ^  
In  f a c t ,  r a r e l y  i n  p r a c t i c e  i s  r e f e r e n c e  e v e r  made t o  c o n t i n g e n t
a s s e t s ,  t r u l y  an i n c o n s i s t e n c y  i n  r e p o r t i n g .  C o n t i n g e n c i e s  which  a r e
r e c o g n i z e d  by  a c c o u n t a n t s  a r e  g e n e r a l l y  r e p o r t e d  in  f o o t n o t e s  t o  t h e  
f i n a n c i a l  s t a t e m e n t s .
^ A m e r i c a n  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  Commit tee  
on A c c o u n t i n g  P r o c e d u r e ,  " C o n t i n g e n c i e s , "  A c c o u n t in g  R e s e a r c h  B u l l e t i n  
No. 50 (New York :  A m er ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,
1 9 5 8 ) ,  p .  37 r e p r i n t e d  i n  A m er ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  
A c c o u n t a n t s ,  A c c o u n t in g  R e s e a r c h  and T e rm in o lo g y  B u l l e t i n s  ( f i n a l  
e d i t i o n ;  New Y ork :  A m er ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,
1 9 6 1 ) .
^ S i m o n s  and K a r r e n b r o c k ,  _oj>. c i t . , p .  14.
^ " C o n t i n g e n c i e s  w hich  m ig h t  r e s u l t  i n  g a i n s  u s u a l l y  a r e  n o t  
r e f l e c t e d  i n  t h e  a c c o u n t s  s i n c e  t o  do so  m ig h t  be  t o  r e c o g n i z e  
r e v e n u e  p r i o r  t o  i t s  r e a l i z a t i o n . "  The Commit tee  th e n  a d d s ,  a s  an  
a p p a r e n t  a f t e r - t h o u g h t ,  " b u t  t h e r e  s h o u ld  be  a d e q u a t e  d i s c l o s u r e . "  
A m er ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  Commit tee  on 
A c c o u n t i n g  P r o c e d u r e ,  " C o n t i n g e n c i e s , "  c i t . , p .  38.
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Income S t a t e m e n t
A rrangem en t  and c o n t e n t . The income s t a t e m e n t  i s  a f i n a n c i a l  
r e v i e w  o f  t h e  r e s u l t s  o f  o p e r a t i o n s  d u r i n g  a s t a t e d  a c c o u n t i n g  p e r i o d .  
I t  summarizes  t h e  r e v e n u e s  o f  t h e  p e r i o d  and a p p l i c a b l e  e x p e n s e s  and 
r e p o r t s  t h e  p r o f i t  o r  l o s s  from o p e r a t i o n s .  As m ig h t  be s u r m i s e d ,  t h e  
r e p o r t e d  n e t  income f i g u r e s  have  become o f  p r im e  im p o r t a n c e  to  t h e  
u s e r s  o f  f i n a n c i a l  r e p o r t s  f o r  such  d a t a  i n d i c a t e s  t h e  p r o g r e s s  o f  an 
e n t e r p r i s e .  U n l ik e  t h e  b a l a n c e  s h e e t ,  which i s  a s t a t i c  s t a t e m e n t ,  
t h e  income s t a t e m e n t  h a s  a dynamic c h a r a c t e r  inasmuch a s  i t  c o v e r s  a 
p e r i o d  o f  t im e ,  n o t  a p o i n t  in  t im e .
W hile  t h e r e  i s  g e n e r a l  a g re e m e n t  t h a t  t h e r e  s h o u ld  be a c l e a r  
d i s t i n c t i o n  on t h e  income s t a t e m e n t  be tw een  t h o s e  c h a r g e s  and c r e d i t s  
t h a t  a r e  norm al  and r e c u r r i n g  and t h o s e  t h a t  a r e  e x t r a o r d i n a r y  and 
n o n r e c u r r i n g ,  t h e r e  i s  n o t  u n a n i m i t y  o f  o p i n i o n ,  however ,  a s  t o  j u s t  
how such  a d i s t i n c t i o n  s h o u l d  be made.
The a l l - i n c l u s i v e  s t a t e m e n t . One p o i n t  o f  v i e w  i s  t h a t  t h e  
income s t a t e m e n t  s h o u ld  r e p o r t  a l l  i t e m s  a f f e c t i n g  income t h a t  have  
been  r e a l i z e d  o r  r e c o g n i z e d  d u r i n g  t h e  p e r i o d .  The f i n a l  f i g u r e  
would be t h e  r e s u l t  o f  o r d i n a r y  o p e r a t i o n s ,  e x t r a o r d i n a r y  i t e m s ,  and 
c o r r e c t i o n s  o f  income r e p o r t e d  i n  p r i o r  p e r i o d s .  R e t a in e d  e a r n i n g s  
i s  f r e e d  o f  such c h a r g e s .  Under t h i s  p r o c e d u r e ,  t h e  income s t a t e m e n t  
i s  known a s  t h e  " a l l - i n c l u s i v e "  t y p e .
In  s u p p o r t i n g  th e  a l l - i n c l u s i v e  ty p e  o f  income s t a t e m e n t ,  th e  
A mer ican  A c c o u n t in g  A s s o c i a t i o n  a s s e s t s  t h a t  t h i s  p r a c t i c e  a s s u r e s
t h a t  t h e  income s t a t e m e n t s  f o r  a p e r i o d  o f  y e a r s  w i l l  d i s c l o s e  t h e  
t o t a l  income h i s t o r y  o f  t h a t  p e r i o d . ^  L i k e w i s e ,  t h e  S e c u r i t i e s  and 
Exchange Commission a l s o  f a v o r s  t h e  a l l - i n c l u s i v e  income s t a t e m e n t . ^
The c u r r e n t - o p e r a t i n g  p e r fo r m a n c e  s t a t e m e n t . The c o n t r a s t i n g  
p o i n t  o f  v i e w  m a i n t a i n s  t h a t  th e  income s t a t e m e n t  sh o u ld  b e  r e s t r i c t e d  
t o  n o r m a l l y  r e c u r r i n g  i t e m s .  The s u p p o r t e r s  o f  t h e  c u r r e n t - o p e r a t i n g  
p e r f o r m a n c e  c o n c e p t  o f  t h e  income s t a t e m e n t  m a i n t a i n  t h a t  t h i s  ty p e  
o f  s t a t e m e n t  (1) shows r e s u l t s  o n ly  from o r d i n a r y  o p e r a t i o n s  f o r  t h e  
y e a r  and (2) i t  i s  u s e f u l  i n  e s t i m a t i n g  f u t u r e  o p e r a t i n g  p e r f o r m a n c e .
The American  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s  f a v o r s  
t h i s  t y p e  o f  income s t a t e m e n t  on t h e  g ro u n d s  t h a t  t h e  i n c l u s i o n  o f  
m a t e r i a l ,  e x t r a o r d i n a r y  i t e m s  may i m p a i r  t h e  s i g n i f i c a n c e  o f  t h e  n e t  
income so  t h a t  m i s l e a d i n g  i n f e r e n c e s  m ig h t  r e s u l t  c o n c e r n i n g  t h e  
e a r n i n g  power o f  t h e  e n t e r p r i s e . ^  Such e x t r a o r d i n a r y  i t e m s  would  be 
more a p p r o p r i a t e l y  d i s c l o s e d ,  a c c o r d i n g  t o  t h i s  v i e w p o i n t ,  i n  t h e  
s t a t e m e n t  o f  r e t a i n e d  e a r n i n g s .
^ A m e r i c a n  A c c o u n t in g  A s s o c i a t i o n ,  E x e c u t i v e  Commit tee ,  "A cco u n t ­
in g  C o n ce p ts  and S t a n d a r d s  U n d e r ly in g  C o r p o r a t e  F i n a n c i a l  S t a t e m e n t s - -  
1948 R e v i s i o n , "  A c c o u n t i n g  and R e p o r t i n g  S t a n d a r d s  f o r  C o r p o r a t e  
F i n a n c i a l  S t a t e m e n t s  and P r e c e d i n g  S t a t e m e n t s  and S upp lem en ts  (Columbu 
O hio :  A merican  A c c o u n t in g  A s s o c i a t i o n ,  19 5 7 ) ,  p .  17.  See a l s o  "1957
R e v i s i o n , "  p .  8.
^ U n i t e d  S t a t e s  S e c u r i t i e s  and Exchange C ot tmiss ion ,  R e g u l a t i o n  
_S-X (W ash ing ton ,  D. C. : U n i t e d  S t a t e s  Government P r i n t i n g  O f f i c e ,
1961) ,  A r t i c l e  5 ,  Rule  5 - 0 3 ,  p .  11.
^ A m e r i c a n  I n s t i t u t e  o f  A c c o u n t a n t s ,  Committee  on A c c o u n t in g  
P r o c e d u r e ,  " R e s t a t e m e n t  and  R e v i s i o n  o f  A c c o u n t in g  R e s e a r c h  B u l l e t i n s ,  
o p . c i t . , p .  63.
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D. SUMMARY
F i n a n c i a l  r e p o r t i n g  s h o u ld  be  j u d i c i o u s l y  t a i l o r e d  t o  f u l f i l l  
i t s  u t i l i t a r i a n  r o l e .  T h a t  i s ,  f i n a n c i a l  s t a t e m e n t s  s h o u ld  be o f  
u se  to  r e a d e r s  in  d e t e r m i n i n g  t h e i r  f u t u r e  c o u r s e  o f  a c t i o n - - b e  t h e y  
s t o c k h o l d e r s ,  i n v e s t o r s ,  c r e d i t o r s  o r  l a b o r  o r g a n i z a t i o n s .  O b v io u s ly ,  
f o r  f i n a n c i a l  r e p o r t s  t o  be  o f  u se  to  t h e s e  d i v e r s e  g r o u p s ,  t h e  
a c c o u n t a n t  m us t  j u d i c i o u s l y  b a l a n c e  each  o f  t h e s e  f o r c e s  which i n f l u ­
ence  h i s  f i n a n c i a l  r e p o r t i n g  p o l i c i e s .
To f u l f i l l  t h e  dynamic  r o l e  o f  a c c o u n t i n g - - c o m m u n i c a t i n g  t h e  
f i n a n c i a l  a f f a i r s  o f  an e n t e r p r i s e  t o  t h o s e  o u t s i d e  t h e  f i r i m - - a c c o u n t ­
a n t s  h ave  d e v i s e d  a complex s e t  o f  u n d e r l y i n g  a s s u m p t i o n s  and c o n c e p t s .  
These  i n c l u d e  o b j e c t i v i t y ,  c o n s e r v a t i s m ,  f u l l  d i s c l o s u r e ,  m a t c h i n g ,  
and g o in g  c o n c e r n .  Upon t h e  f o u n d a t i o n  o f  t h e s e  b a s i c  c o n c e p t s ,  t h e  
s t r u c t u r e  o f  f i n a n c i a l  r e p o r t i n g  i s  c o n s t r u c t e d .
The b a l a n c e  s h e e t ,  commonly c a l l e d  s t a t e m e n t  o f  f i n a n c i a l  con­
d i t i o n  o r  p o s i t i o n ,  i s  s a i d  t o  s e r v e  a s  t h e  c o n n e c t i n g  l i n k  be tw een  
th e  s e r i e s  o f  income s t a t e m e n t s .  A f u n c t i o n a l  c l a s s i f i c a t i o n  o f  t h e  
b a l a n c e  s h e e t  i n c l u d e s ,  f i r s t ,  a s s e t s  w h ic h ,  i n  o r d e r  t o  be  of  
g r e a t e s t  u s e  t o  t h e  f i n a n c i a l  s t a t e m e n t  a n a l y s t ,  s h o u ld  be  c l a s s i f i e d  
i n t o  one  o f  f o u r  t y p e s :  c u r r e n t  a s s e t s ,  i n v e s t m e n t s ,  p l a n t  and
e q u ip m e n t ,  and  i n t a n g i b l e s .  A second  c a t e g o r y  f o r  b a l a n c e  s h e e t  
d a t a  i s  t h a t  o f  l i a b i l i t i e s .  Sound f i n a n c i a l  r e p o r t i n g  r e q u i r e s  a l l  
l i a b i l i t i e s  t o  be c l a s s i f i e d  a s  e i t h e r  c u r r e n t  o r  l o n g - t e r m .  The 
t h i r d  s e c t i o n  o f  t h e  b a l a n c e  s h e e t ,  o w n e r s '  e q u i t y ,  r e f l e c t s  t h e  
r e s i d u a l  i n t e r e s t  o f  t h e  s t o c k h o l d e r s  i n  t h e  e n t e r p r i s e .
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The income s t a t e m e n t  o r  s t a t e m e n t  o f  o p e r a t i n g  r e s u l t s ,  s e e k s  
t o  r e f l e c t  t h e  e n t e r p r i s e  e a r n i n g s  f o r  a d e s i g n a t e d  a c c o u n t i n g  p e r i o d .  
I t  may be  p r e p a r e d  t o  r e f l e c t  o n l y  " n o rm a l  e a r n i n g s " - - c u r r e n t - o p e r a t i n g  
p e r f o r m a n c e  c o n c e p t - - o r  be  a l l - i n c l u s i v e  by r e f l e c t i n g  e x t r a o r d i n a r y  
c h a r g e s  o r  c r e d i t s  and c o r r e c t i o n s  o f  p r i o r  p e r i o d s .
A g a i n s t  t h i s  b a c k d r o p  o f  t h e  p u r p o s e ,  u n d e r l y i n g  c o n c e p t s ,  and 
s t r u c t u r e  o f  f i n a n c i a l  r e p o r t i n g ,  s p e c i f i c  i s s u e s  p e c u l i a r  t o  r e p o r t i n g  
f e d e r a l  income t a x e s  c an  be  e f f e c t i v e l y  a n a l y z e d .  The n e x t  s e c t i o n  
o f  t h i s  s t u d y  c o n s i d e r s  t h e  f i n a n c i a l  and economic n a t u r e  o f  t h e  a n n u a l  
c o r p o r a t e  t a x  c h a r g e  and i t s  g e n e r a l ,  and f o r  t h e  most p a r t ,  conven­
t i o n a l ,  p r e s e n t a t i o n  i n  f i n a n c i a l  r e p o r t s .
CHAPTER III
THE NATURE OF THE CORPORATE INCOME TAX CHARGE
Now t h a t  a c u r s o r y  r e v i e w  o f  t h e  e x i s t i n g  t h e o r e t i c a l  s t r u c t u r e  
o f  f i n a n c i a l  a c c o u n t i n g  h a s  been  p r e s e n t e d ,  a more m e a n i n g f u l  a n a l y s i s  
c an  be  made o f  t h e  n a t u r e  o f  t h e  c o r p o r a t e  income t a x  c h a r g e .
H i s t o r i c a l l y ,  a c c o u n t a n t s  have  b e en  d i v i d e d  i n  o p i n i o n  a s  t o  
w h e th e r  t h e  income t a x  c h a r g e  i s  a c o s t  o r  a d i s t r i b u t i o n  o f  p r o f i t ,  
l i k e  d i v i d e n d s .  P e r h a p s  t h e  answer  l i e s  i n  t h e  " econom ic"  n a t u r e  o f  
t h e  t a x  c h a r g e .  T h a t  i s  t o  s a y ,  w here  d o es  th e  b u r d e n  o f  t h e  c o r p o r ­
a t e  income t a x  u l t i m a t e l y  r e s t ?  Can t h e  t a x  be  s h i f t e d  when t h e r e  i s  
a change  i n  r a t e s ?  Answers  t o  t h e s e  q u e s t i o n s  have  p r e s e n t - d a y  s i g n i f i ­
c a n c e  b e c a u s e  o f  t h e  r e c e n t  c o r p o r a t e  t a x  r a t e  c h a n g e s  and  more r e v i s i o n s  
a r e  c o n t e m p l a t e d .  I n  b r i e f ,  an e x a m i n a t i o n  o f  t h e  a c c o u n t i n g  and 
economic n a t u r e  o f  t h e  t a x  c h a r g e  may shed some l i g h t  on i t s  p r o p e r  
t r e a t m e n t  i n  p e r i o d i c  f i n a n c i a l  s t a t e m e n t s ,
A. THE ACCOUNTING NATURE OF THE TAX CHARGE
T h e re  a r e  two s c h o o l s  o f  t h o u g h t  among a c c o u n t a n t s  a s  t o  t h e  n a t u r e  
o f  t h e  a n n u a l  c o r p o r a t e  income t a x  c h a r g e .  One v i e w p o i n t  m a i n t a i n s  
t h a t  income t a x e s  a r e  a d i s t r i b u t i o n  o f  income— a s h a r i n g  by t h e  g o v e r n ­
ment  i n  t h e  p r o f i t s  a s  s t o c k h o l d e r s  s h a r e  v i a  d i v i d e n d s .  The c o n t r a s t ­
in g  p o i n t  o f  v iew  a r g u e s  t h a t  t h e  income t a x  i s  an e x p e n s e  l i k e  s a l a r y  
o r  r e n t  e x p e n s e .
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As a D i s t r i b u t i o n  o f  Income V ie w p o in t
M a n a g e r i a l  e f f i c i e n c y . The a c c o u n t a n t s  who a r g u e  t h a t  income 
t a x e s  a r e  a d i s t r i b u t i o n  o f  p r o f i t s  b a s e  t h e i r  p o s i t i o n  e s s e n t i a l l y  
on t h e  i d e a  t h a t  t h e  p u r p o s e  o f  income m easurem ent  i s  t o  j u d g e  mana­
g e r i a l  e f f i c i e n c y .  A common f e a t u r e  o f  p r e s e n t - d a y  c o r p o r a t e  o r g a n i ­
z a t i o n a l  s t r u c t u r e  i s  t h e  s e p a r a t i o n  o f  owners  from m a n a g e r s .
Management n o t  o n ly  w an ts  a s h a r e  i n  t h e  f r u i t s  o f  i t s  l a b o r - - p r o f i t s - -
b u t  a l s o  b a s e s  i t s  c l a i m s  upon a c o m p u t a t i o n  o f  p r o f i t  f i g u r e s  which
i s  b e s t  d e s i g n e d  t o  show t h e  r e s u l t s  o f  m a n a g e r i a l  s k i l l  and e f f i c i e n c y .  
Thus ,  management h a s  an i n t e r e s t  i n  t h e  d e v e lo p m en t  o f  th e  e n t e r p r i s e - -  
i f  f o r  no o t h e r  r e a s o n  th a n  p e r h a p s  t o  a s s u r e  them jo b  s e c u r i t y - -
d i f f e r e n t  from t h a t  o f  t h e  l e g a l  o w n e r s . ^
C o n s e q u e n t l y ,  u n d e r  t h i s  v iew  o n l y  t h o s e  i t e m s  o f  c o s t  w h ich  a r e
s u b j e c t  t o  m a n a g e r i a l  c o n t r o l  s h o u l d  be  i n c l u d e d  in  t h e  d e t e r m i n a t i o n
o f  p r o f i t .  G re e r  i l l u m i n a t e d  t h i s  v i e w p o i n t  i n  w r i t i n g  a b o u t  a company 
w i t h  which  he was f a m i l i a r .
T h i s  c o n c e r n  r e a l i z e s  an o p e r a t i n g  p r o f i t  which  r e p r e s e n t s  
a f a i r  m a rg in  on s a l e s  and a good r e t u r n  on th e  a s s e t s  
u t i l i z e d .  I t  h a s  t h e  m i s f o r t u n e  o f  h a v i n g  an u n f a v o r a b l e  
p r o f i t - t a x  b a s e .  For t h i s  r e a s o n  an a b n o r m a l l y  h i g h  p e r c e n t a g e  
o f  i t s  o p e r a t i n g  p r o f i t s  i s  a b s o r b e d  by F e d e r a l  income and 
p r o f i t s  t a x e s .  The n e t  r e t u r n  t o  t h e  s t o c k h o l d e r s  i s  u n s a t i s -  
f a c t o r y - - n o t  b e c a u s e  o p e r a t i n g  p r o f i t s  a r e  i n a d e q u a t e  b u t  
b e c a u s e  t a x e s  a r e  e x c e s s i v e . 2
*E. H. Weinwurm, " C o r p o r a t e  Income Taxes  and t h e  Income S t a t e m e n t , "  
The J o u r n a l  o f  A c c o u n t a n c y , LXXVIII (A u g u s t ,  1944 ) ,  148 .
^Howard C. G r e e r  i n  a l e t t e r  t o  P a to n  on J u l y  5 ,  1945, " P l a c e m e n t  
o f  Taxes  i n  Income S t a t e m e n t , "  The A c c o u n t in g  Review, XXI ( J a n u a r y ,  
1 9 4 6 ) ,  8 6 - 8 7 .
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In  s h o r t ,  i t  i s  o f t e n  a rg u e d  t h a t  t h e  c o r p o r a t e  income t a x  i s  a 
c h a r g e  l e v i e d  on m a n a g e r i a l  e f f i c i e n c y  and i s  n o t  t o  be  c o n s i d e r e d  as  
a c o s t  i n  t h e  m easu rem en t  o f  t h i s  e f f i c i e n c y .  Management h a s  no con­
t r o l  ov e r  t h e  amount o f  t h e  income t a x  c h a r g e .
The form o f  t h e  t a x . The v i e w p o i n t  t h a t  t h e  income t a x  c h a r g e
i s  a d i s t r i b u t i o n  o f  p r o f i t s  i s  a l s o  s u p p o r t e d  on g ro u n d s  o t h e r  th a n
m e a s u r in g  m a n a g e r i a l  e f f i c i e n c y .  G r e e r ,  f o r  i n s t a n c e ,  a l s o  a r g u e s  t h a t
income t a x e s  a r e  p a i d  f o r  t h e  p r i v i l e g e  o f  e a r n i n g  a p r o f i t  o r  income
3
a s  a c o r p o r a t i o n .  I f  no t a x a b l e  income i s  e a r n e d  by t h e  c o r p o r a t i o n ,  
th e n  no t a x  i s  p a i d .
The a rg u m en t  i s  made t h a t  s i n c e  c o r p o r a t e  income t a x e s  a r e  l e v i e d  
a g a i n s t  income, i t  l o g i c a l l y  f o l l o w s  t h a t  t h e  t a x  c h a r g e  i s  p a r t i c i ­
p a t i o n  i n  p r o f i t s .  T h i s  was t h e  i n t e n t  o f  t h e  income t a x  l a w s . ^
Thus ,  t h e  form o f  t h e  t a x  i s  a r e l e v a n t  s t a r t i n g  p o i n t  f o r  an a n a l y s i s
o f  t h e  n a t u r e  o f  t h e  c o r p o r a t e  income t a x .  For  i n s t a n c e ,  had t h e  
f e d e r a l  gove rnm en t  c h o se n  t o  r a i s e  i t s  r e v e n u e s  by t a x i n g  t h e  p r o p e r t y  
o f  a c o r p o r a t i o n ,  th e n  c l e a r l y  t h e  t a x  would be  an e x p e n s e  o f  d o i n g  
b u s i n e s s - - i t  i s  i n c u r r e d  e v e r y  y e a r  o f  o p e r a t i o n s ;  n o t  so  f o r  t h e  income 
t a x  c h a r g e  f o r  i t  i s  p a i d  o n ly  a f t e r  a p r o f i t  i s  e a r n e d .  T h e r e f o r e ,  t h e  
c o r t c l u s i o n  i s  r e a c h e d  by  some t h a t  due  t o  i t s  fo rm,  t h e  income t a x  must 
be  a d i s t r i b u t i o n  o f  income.
3 I b i d .
^R. E. Copman, A Symposium, "What a r e  C o r p o r a t e  Income T ax es?"
The J o u r n a l  o f  A c c o u n t a n c y , LXXVIII ( O c to b e r ,  19 4 4 ) ,  304.
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The gove rnm en t  a s  an e q u i t y - h o l d e r . I n  a d d i t i o n  to  t h e s e  a r g u m e n t s ,  
i t  i s  h e l d  t h a t  s i n c e  t h e  f e d e r a l  gove rnm en t  t a k e s  a l a r g e  p o r t i o n  o f  t h e  
c o r p o r a t i o n ' s  p r o f i t s  when p r o f i t s  a r e  r e a l i z e d ,  and t a k e s  n o t h i n g  when 
t h e r e  a r e  n o t  p r o f i t s ,  i t  h a s  more o f  t h e  a t t r i b u t e s  o f  an e q u i t y - h o l d e r  
th a n  o f  a s u p p l i e r  o f  goods o r  s e r v i c e s . ^  I t  i s  t r u e  t h a t  t h e  e q u i t y  
o f  t h e  gove rnm ent  does  n o t  a p p e a r  in  t h e  b a l a n c e  s h e e t  a s  such  b u t  
i t  i s  b e c a u s e  t h e  e q u i t y  o f  t h e  governm ent  i s  n o t  in  p r o p e r t y ,  b u t  in  
t h e  e a r n i n g s  o f  t h e  c o r p o r a t i o n .  G ree r  s t a t e d  t h a t  w h i l e  i t  would n o t  
be n e c e s s a r y  t o  p l a c e  a b a l a n c e  s h e e t  " v a l u e " o n  th e  g o v e r n m e n t ’ s e q u i t y ,  
i t  may be  d e s i r a b l e  to  i n d i c a t e  t h e  e x t e n t  t o  which t h e  gove rnm ent  d o es  
c u r r e n t l y  p a r t i c i p a t e  i n  p r o f i t s .  T h i s  may be  a cc o m p l i s h e d  by a balance** 
s h e e t  c a p t i o n  in  t h e  e q u i t y  s e c t i o n .  Thus ,  mere  m e n t io n  o f  t h e  g o v e rn ­
m e n t ' s  c l a i m  to  p r o f i t s  would p u t  u s e r s  o f  t h e  s t a t e m e n t s  on n o t i c e  of  
t h i s  " s h a r i n g  o f  p r o f i t s .
The A merican  A c c o u n t in g  A s s o c i a t i o n ' s  p o s i t i o n . The p o s i t i o n  
t h a t  income t a x e s  a r e  n o t  a d e t e r m i n a n t  o f  e n t e r p r i s e  n e t  income i s  
s u p p o r t e d  by t h e  A merican  A c c o u n t in g  A s s o c i a t i o n .
The r e a l i z e d  n e t  income o f  an e n t e r p r i s e  m e a s u r e s  i t s
e f f e c t i v e n e s s  a s  an o p e r a t i n g  u n i t  and i s  t h e  change  in
’’Howard C. G r e e r ,  " T r e a t m e n t  o f  Income Taxes  i n  C o r p o r a t i o n  
Income S t a t e m e n t s , "  The A c c o u n t in g  R ev iew , XX ( J a n u a r y ,  1 9 4 5 ) ,  97 .
Roy C. Brown went so f a r  a s  t o  s ta tTe : ,fMy i d e a  i s  t h a t  t o  r e g a r d  t h e
new p a r t n e r ' s  ( t h e  f e d e r a l  gove rnm ent)  c u t  o f  t h e  p r o f i t s  a s  an 
e l e m e n t  o f  c o s t  o f  o p e r a t i o n  m ig h t  be  a p a r a l l e l  and p r e c e d e n t  f o r  
r e g a r d i n g  w i t h d r a w a l s  o f  p a r t n e r s  a s  an e l e m e n t  o f  c o s t  o f  a  b u s i n e s s  
o p e r a t e d  a s  a p a r t n e r s h i p . "  Roy C. Brown, A Symposium, "What a r e  
C o r p o r a t e  Income T axes?"  The J o u r n a l  o f  A c c o u n t a n c y , LXXVIII ( O c t o b e r ,  
19 4 4 ) ,  305.
6 Ibid.
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n e t  a s s e t s  a r i s i n g  o u t  o f  (a) t h e  e x c e s s  o r  d e f i c i e n c y  o f  
r e v e n u e  compared  w i t h  r e l a t e d  e x p i r e d  c o s t s  and (b) o t h e r  g o i n s  
o r  l o s s e s  t o  t h e  e n t e r p r i s e  from s a l e s ,  e x c h a n g e s ,  o r  o t h e r  
c o n v e r s i o n s  o f  a s s e t s .  I n t e r e s t  c h a r g e s ,  income t a x e s ,  and 
t r u e  p r o f i t - s h a r i n g  d i s t r i b u t i o n s  a r e  n o t  d e t e r m i n a n t s  o f  
e n t e r p r i s e  n e t  in co m e .^
A l th o u g h  a p p a r e n t l y  t h e  AAA's C o m m i t t e e ' s  r e a s o n s  were  p a r t i a l l y
b a s e d  upon m e a s u r in g  m a n a g e r i a l  e f f i c i e n c y ,  u n f o r t u n a t e l y  i t  d i d  n o t
e l a b o r a t e  f u r t h e r  a s  to  t h e  b a s i s  f o r  i t s  c o n c l u s i o n s ,  A member o f
t h e  c o m m i t t e e ,  Thomas M. H i l l ,  d i d ,  how ever ,  s t a t e  t h a t  "a  d o l l a r  o f
c o r p o r a t e  income t a x  d i f f e r s  from a d o l l a r  o f  c o r p o r a t e  wages i n  t h a t
t h e  fo rm er  i s  p a i d  o n l y  i f  p e r i o d  r e v e n u e s  ex ce e d  p e r i o d  c o s t s .
H i l l  t h e n  a d d ed ,  " I n  t h i s  r e s p e c t ,  t h e  t a x  d o l l a r  i s  s u s p i c i o u s l y
l i k e  t h e  d i v i d e n d  d o l l a r . "  Thus t h e  a rgum en t  r e t u r n s  f u l l  c i r c l e  t o
t h e  form o f  t h e  t a x  f o r  i t s  b a s i c  p r e m i s e .
A n o th e r  w r i t e r ,  E ldon  S. H e n d r i k s e n ,  s p e c u l a t e d  t h a t  one o f
t h e  r e a s o n s  a g a i n s t  t h e  i n c l u s i o n  o f  income t a x e s  in  t h e  e x p e n s e
c a t e g o r y  was t h e  a s s u m p t i o n  t h a t  th e  i n c i d e n c e  o f  t h e  t a x  i s  on t h e
s t o c k h o l d e r s .  I t ,  t h e r e f o r e ,  h a s  t h e  c h a r a c t e r  o f  a w i t h h o l d i n g  t a x
American  A c c o u n t in g  A s s o c i a t i o n ,  Commit tee  on A c c o u n t in g  C on cep ts  
and S t a n d a r d s ,  " A c c o u n t in g  and R e p o r t i n g  S t a n d a r d s  f o r  C o r p o r a t e  F i n a n ­
c i a l  S t a t e m e n t s — 1957 R e v i s i o n , "  A c c o u n t in g  and R e p o r t i n g  S t a n d a r d s  
f o r  C o r p o r a t e  F i n a n c i a l  S t a t e m e n t s  and P r e c e d i n g  S t a t e m e n t s  and S u p p le ­
m en ts  (Columbus,  Ohio :  A merican  A c c o u n t i n g  A s s o c i a t i o n ,  1 9 5 7 ) ,  p .  8 .
Q
Thomas M. H i l l ,  "Some Arguments  A g a i n s t  t h e  I n t e r - P e r i o d  
A l l o c a t i o n  o f  Income T a x e s , "  The A c c o u n t in g  Rev iew , XXXII ( J u l y ,  1 9 5 7 ) ,  
357.
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p a i d  to  t h e  gov e rn m en t  f o r  t h e  s h a r e h o l d e r s . ^ W hile  t h e  i n c i d e n c e  o f  
t h e  income t a x  i s  c o n s i d e r e d  in  t h e  n e x t  s e c t i o n  o f  t h i s  s t u d y ,  i t  i s  
w o r th  n o t i n g  t h a t ,  a s  David L i  p o i n t e d  o u t ,  t h e  p r e c e d i n g  a rgum en t  
e q u a t e s  t h e  s t o c k h o l d e r s '  v i e w p o i n t  t o  t h e  e n t i t y ' s ,  a n d ,  t h e r e f o r e ,  
i s  n o t  c o n s i s t e n t  w i t h  t h e  c o n c e p t  t h a t  an e n t i t y  i s  a s e p a r a t e  and 
d i s t i n c t  u n i t  from th e  owners  which  i s  a b a s i c  p r e m is e  o f  a c c o u n t i n g . ^
In  summary, t h e  a rg u m e n ts  f o r  t r e a t i n g  income t a x e s  a s  a d i s t r i ­
b u t i o n  o f  p r o f i t s  r a t h e r  t h a n  a s  an e x p en se  can  b e  c l a s s i f i e d  i n t o  
t h r e e  c a t e g o r i e s .  F i r s t ,  i t  i s  h e l d  t h a t  income t a x e s  s h o u l d  be 
e x c l u d e d  in  d e t e r m i n i n g  p r o f i t s  b e c a u s e  t h e  p u r p o s e  o f  income d e t e r ­
m i n a t i o n  i s  t o  m e asu re  m a n a g e r i a l  e f f i c i e n c y .  Management h a s  no 
c o n t r o l  o v e r  t h e  income t a x e s  t o  b e  p a i d ;  t h e r e f o r e ,  t h i s  c h a r g e  s h o u ld  
n o t  be c o n s i d e r e d  i n  m e a s u r i n g  t h e  e f f i c i e n c y  o f  management.  Second,  
i t  i s  a r g u e d  t h a t  t h e  form o f  t h e  income t a x  c h a r g e  i n d i c a t e s  t h a t  i t  
i s  a s h a r i n g  o f  p r o f i t s  w i t h  t h e  g o v e rn m e n t :  I f  no income i s  e a r n e d ,
no t a x  i s  p a i d ;  t h e  b a s i s  used  f o r  t h e  c o m p u t a t i o n  o f  t h e  t a x  i s  n e t  
income.  T h i r d ,  t h e  a rg u m en t  i s  advanced  t h a t  t h e  gove rnm en t  i s  an 
e q u i t y - h o l d e r  i n  t h e  e n t e r p r i s e  and t h u s  paym ents  t h e r e t o  a r e  d i s t r i ­
b u t i o n s  o f  p r o f i t .  Y e t ,  a s  sound a s  t h e s e  a rg u m e n ts  may a p p e a r ,  t h e r e  
a r e  v a l i d  g ro u n d s  f o r  r e j e c t i n g  e ac h  o f  t h e s e  p r o p o s i t i o n s .
^E ldon  S. H e n d r i k s e n ,  "The T r e a t m e n t  o f  Income Taxes  by  t h e  1957 
AAA S t a t e m e n t , "  The A c c o u n t i n g  Review, XXXIII ( A p r i l ,  1 9 5 8 ) ,  217.  
S i m i l a r  v i e w s  w ere  e x p r e s s e d  by F.  S. Capon in  a  Symposium, "What a r e  
C o r p o r a t e  Income T axes?"  The J o u r n a l  o f  A c c o u n t a n c y , LXXVIII ( O c t o b e r ,  
1 9 4 4 ) ,  30 3 -3 0 4 .
^ D a v i d  H. L i ,  " Income Taxes  and Income Tax A l l o c a t i o n  Under th e  
E n t i t y  C o n c e p t , "  The A c c o u n t in g  R ev iew , XXXVI ( A p r i l ,  1 9 6 1 ) ,  265.
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The Income Tax Charge  a s  a Coat
R e t u r n - o n - c a p i t a l - I n v e s t e d  v i e w p o i n t . Many a c c o u n t a n t s  a r g u e  
t h a t  t h e  p u r p o s e  o f  d e t e r m i n i n g  n e t  income i s  n o t  so  much t o  m easu re  
m a n a g e r i a l  e f f i c i e n c y  a s  to  m e asu re  th e  r e t u r n  on c a p i t a l  i n v e s t e d .
They make t h e  v e r y  v a l i d  a s s u m p t i o n  t h a t  th e  p r o f i t  f i g u r e  most 
m e a n i n g f u l l y  s i g n i f i e s  " n e t "  t o  t h o s e  who p u t  t h e i r  money i n t o  t h e  
e n t e r p r i s e  r a t h e r  th a n  t h e  amount a v a i l a b l e  to  such  p e r s o n s  and g o v e r n ­
m e n t a l  e n t i t i e s ,  o r  t o  such  p e r s o n s  and g o v e r n m e n ta l  e n t i t i e s  and 
e m p l o y e e s . ^
While  i t  may be  t r u e  t h a t  f o r  management c o s t  c o n t r o l  p u r p o s e s  
t h e  income t a x  s h o u ld  p l a y  o n l y  a n om ina l  r o l e ,  f o r  g e n e r a l  a l l - p u r p o s e  
r e p o r t i n g  t o  o u t s i d e  p a r t i e s  " n e t  a v a i l a b l e  to  s t o c k h o l d e r s "  i s  t h e  
m os t  s i g n i f i c a n t  f i g u r e .  C l e a r l y ,  t h e n ,  t h e  income t a x  c h a r g e  s h o u ld  
be  shown a s  a d e d u c t i o n  i n  t h e  income s t a t e m e n t  a s  a c o s t  r a t h e r  t h a n  
a s  a d i r e c t  c h a r g e  t o  r e t a i n e d  e a r n i n g s  l i k e  d i v i d e n d s .  Such a 
p o s i t i o n  i s  c o n s i s t e n t  w i t h  and r e i n f o r c e d  by t h e  b a s i c  e n t i t y  c o n c e p t  
o f  a c c o u n t i n g  a s  expounded by Gi lman.  He a s s e r t s  t h a t  u n d e r  t h e  
e n t i t y  c o n c e p t ,  p r o f i t  i s  an i n c r e a s e  i n  th e  amount th e  a c c o u n t i n g  
e n t i t y  owes to  t h e  p r o p r i e t o r ,  d i s r e g a r d i n g  a d v a n c e s  and w i t h d r a w a l s . ^2
^ W i l l i a m  A. P a t o n  i n  a l e t t e r  to  G re e r  on June  30, 1945, 
" P l a c e m e n t  o f  Taxes  i n  Income S t a t e m e n t , "  The A c c o u n t in g  Review , XXI 
( J a n u a r y ,  1 9 4 6 ) ,  86 .
12 S te p h e n  G i lm an ,  A c c o u n t in g  C on cep ts  o f  P r o f i t s  (New York:
The Ronald  P r e s s  Company, 1 9 3 9 ) ,  p .  4 8 .
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I t  f o l l o w s ,  t h e n ,  t h a t  income t a x e s  must  be  d e d u c t e d  a s  a c o s t  i n  o r d e r  
t o  d e t e r m i n e  t h e  i n c r e a s e  i n  t h e  amount owed to  s t o c k h o l d e r s .
Form n o t  c o n t r o l l i n g . The s econd  p r o p o s t i o n — t h a t  t h e  t a x  i s  
computed on t h e  b a s i s  o f  income and i s  t h e r e f o r e  a d i s t r i b u t i o n  t h e r e o f - -  
i s  a l s o  on q u e s t i o n a b l e  g r o u n d .  The b a s i s  u sed  f o r  t h e  c o m p u t a t i o n  
o f  t h e  t a x  s h o u ld  n o t  be  t h e  c o n t r o l l i n g  f a c t o r  i n  d e c i d i n g  th e  n a t u r e  
o f  th e  t a x  c h a r g e .  G overnm enta l  e n t i t i e s  r e s o r t  t o  a v a r i e t y  o f  
m ethods  to  s u p p o r t  t h e i r  a c t i v i t i e s .  Upon c o n s i d e r i n g  o t h e r  t y p e s  o f  
t a x e s ,  f o r  example  t h e  p r o p e r t y  t a x ,  t h e r e  seems t o  be  a l m o s t  no 
r e l a t i o n  be tw een  t h e  payment and any s e r v i c e  r e n d e r e d  by t h e  g o v e rn m e n t .  
Some gov e rn m en t  r e v e n u e s  a r e  r a i s e d  by t a x e s  on p r o p e r t y  and o t h e r  
p o r t i o n s  a r e  o b t a i n e d  by t a x e s  on i n c o m e . J u s t  a s  t h e r e  i s  l i t t l e  
q u e s t i o n  t h a t  t h e  fo r m er  i s  a c o s t  so s h o u l d  t h e r e  be  l i t t l e  d o u b t  
c o n c e r n i n g  t h e  l a t t e r - - t h e  method o f  m easurem ent  n o t w i t h s t a n d i n g .
The g o v e r n m e n t - a s - p a r t n e r  v i e w p o i n t  r e j e c t e d . The p r o p o s i t i o n  
t h a t  t h e  gove rnm en t  i s  a p a r t n e r  o r  e q u i t y - h o l d e r  in  t h e  e n t e r p r i s e ,  
and t h e r e f o r e ,  paym ents  t h e r e t o  a r e  d i s t r i b u t i o n s  o f  income, i s  a l s o  
r e j e c t e d .  The r e f u t a t i o n  o f  t h i s  p r o p o s i t i o n  r e s t s  upon t h e  f a c t  t h a t  
no i n v e s t m e n t  e i t h e r  in  s e r v i c e s  o r  goods  ( c a p i t a l )  h a s  been  made by 
t h e  governm en t  a s  i n  t h e  c a s e  o f  s t o c k h o l d e r s .  I t  i s  t r u e  t h a t  t h e  
gove rnm en t  h a s  a c l a i m  to  t h e  a s s e t s  o f  an e n t e r p r i s e  once  a t a x  
l i a b i l i t y  h a s  b e e n  e s t a b l i s h e d .  But t h i s  c l a i m  has  t h e  n a t u r e  o f  t h e
^ W i l l i a m  A. P a to n  in  a l e t t e r  t o  G ree r  on J u l y  13,  1945, " P l a c e ­
ment  o f  Taxes  in  Income S t a t e m e n t , "  The A c c o u n t in g  Review , XXI 
( J a n u a r y ,  1 9 4 6 ) ,  88 .
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c l a i m s  o f  c r e d i t o r s , ^  n o t  ow ners .  The " o f f s e t "  g i v i n g  r i s e  to  th e  
c l a i m s  o f  c r e d i t o r s  a p p e a r s  a t  some p o i n t  i n  t im e  a s  a r e v e n u e  d e d u c ­
t i o n  and n o t  a s  an  income d i s t r i b u t i o n .  For exam ple ,  t a k e  a c c o u n t s  
p a y a b l e ,  t h e  most common l i a b i l i t y .  U s u a l l y ,  t h i s  c l a i m  r e s u l t s  from 
t h e  c o n t r i b u t i o n  o f  goods to  t h e  e n t e r p r i s e  and when s o l d  a r e  sub­
t r a c t e d  from t h e  r e s u l t i n g  r e v e n u e .  C l e a r l y ,  t h e  c r e d i t o r s  a r e  n o t  
c o n s i d e r e d  " p a r t n e r s "  o r  e q u i t y - h o l d e r s . Thus ,  th e  payment t o  s a t i s f y  
t h e  t a x  c l a i m  i s  n o t  one o f  a d i s t r i b u t i o n  t o  e q u i t y - h o l d e r s ,  b u t  
r a t h e r  one o f  h a v in g  th e  c h a r a c t e r  o f  a r e v e n u e  d e d u c t i o n .
A d d i t i o n a l  r e j e c t i o n s . T he re  have  been  advanced  s e v e r a l  a d d i t i o n a l  
r e a s o n s  why t h e  c o r p o r a t e  income t a x  c h a r g e  i s  a c o s t  and n o t  a s h a r i n g  
o f  p r o f i t s .  J u s t i c e  Day, i n  d e l i v e r i n g  th e  o p i n i o n  o f  t h e  c o u r t  
u p h o ld in g  t h e  c o n s t i t u t i o n a l i t y  o f  t h e  C o r p o r a t e  Tax Law o f  1909 
s t a t e d :
I t  ( t h e  income t a x )  i s  a t a x  upon t h e  d o i n g  o f  b u s i n e s s  
w i t h  t h e  a d v a n t a g e s  which i n h e r e  i n  t h e  p e c u l i a r i t i e s  o f  
c o r p o r a t e  o r  j o i n t  s t o c k  o r g a n i z a t i o n s  . . .  In  o t h e r  w o rds ,  
th e  t a x  i s  imposed upon t h e  d o in g  o f  b u s i n e s s  o f  t h e  
c h a r a c t e r  d e s c r i b e d ,  and t h e  m easu re  o f  t h e  t a x  i s  to  be 
t h e  income . . . t h e  r e q u i r e m e n t  to  pay such  t a x e s  i n v o l v e s  
t h e  e x e r c i s e  o f  p r i v i l e g e s ,  and t h e  e l e m e n t  o f  a b s o l u t e  and 
u n a v o i d a b l e  demand i s  l a c k i n g .  I f  b u s i n e s s  i s  n o t  done i n  
th e  manner  p r e s c r i b e d  i n  t h e  s t a t u t e ,  no t a x  i s  p a y a b l e .
T h i s  o p i n i o n  em p has ized  t h a t  t h e  t a x  i s  imposed upon a c o r p o r a t i o n
(1) f o r  t h e  p r i v i l e g e  o f  d o in g  b u s i n e s s  a s  a c o r p o r a t i o n  and (2) i t  i s
a s e p a r a t e  e n t i t y .  The f i r s t  p o i n t  i n d i c a t e s  t h a t ,  a s  George 0 ,  May
^ T h o m a s  F.  K e l l e r ,  "The Annual  Income Tax A c c r u a l , "  The J o u r n a l  
o f  A c c o u n ta n c y , CXIV ( O c t o b e r ,  1962) ,  62.
1SF l i n t  v .  S to n e  Tracy  C o . ,  220 U. S. 107 (1911)
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pointed out, the income tax charge is an excise tax for the privilege 
of carrying on business as a corporation, and as such it is a part 
of the cost of doing business.^
The second  p o i n t  em phas ized  by t h e  c o u r t  r e i n f o r c e s  t h e  e n t i t y  
c o n c e p t .  T ha t  i s ,  t h e  income t a x  i s  a l e v y  on t h e  e n t e r p r i s e  a s  a 
s e p a r a t e  a c c o u n t i n g  e n t i t y  a p a r t  from t h e  o w n e r s .  C o n s e q u e n t l y ,  i t  i s  
a t a x  t h a t  must be  p a i d  by  th e  c o r p o r a t i o n  and m us t  be  met b e f o r e  any  
d i s t r i b u t i o n s  a r e  made to  t h e  s t o c k h o l d e r s . ^  C l e a r l y ,  u n d e r  t h e  
e n t i t y  c o n c e p t ,  t h e  p u r p o s e  o f  income d e t e r m i n a t i o n  i s  t o  m easu re  t h e  
e a r n i n g s  o f  t h e  e n t e r p r i s e  which may become a v a i l a b l e  f o r  d i s t r i b u t i o n  
t o  t h e  o w n e rs .  Thus ,  from t h e  e n t i t y  v i e w p o i n t - - t h e  b a s i s  o f  f i n a n ­
c i a l  r e p o r t i n g - - i n c o m e  t a x e s  a r e  a d e d u c t i o n  from r e v e n u e .
Stephen Gilman offers a different view as to why the annual 
income tax charge should be an expense. He maintains that inasmuch 
as no future benefit is derived from paying taxeB the only possible 
motive for making such an expenditure is to receive protection against 
some threat to future profits--the threat, of course being govern­
mental retribution. Thus, taxes are like insurance premiums serving
■^George 0 .  May, T w e n ty -F iv e  Y e ars  o f  A c c o u n t in g  R e s p o n s i b i l i t y  
(Vol .  I I ,  e d .  B ish o p  C. H unt .  2 v o l s . ;  New Y ork :  A m er ican  I n s t i t u t e
P u b l i s h i n g  C o . ,  I n c . ,  1 9 3 6 ) ,  p .  4 1 .
^ F o r  a d i s c u s s i o n  o f  t h e  key  h i s t o r i c  c o u r t  c a s e s  which  have  
c o n s i d e r e d  t h e  q u e s t i o n  o f  w h e th e r  o r  n o t  t h e  c o r p o r a t e  income t a x  i s  
a c o s t ,  s e e  Edward McCarthy ,  "When Does a Tax A c c ru e ? "  The J o u r n a l  o f  
A c c o u n t a n c y , XXXVII ( A p r i l ,  1 9 2 4 ) ,  2 6 8 -2 7 4 ;  James  E. Lamb, "A re  Income 
Taxes  an O p e r a t i n g  Expense?"  The C e r t i f i e d  P u b l i c  A c c o u n t a n t , IV 
(May, 1 9 2 5 ) ,  1 9 8 -199 ;  and f o r  a Canad ian  v i e w p o i n t ,  H. D. C l a p p e r t o n ,  
" I s  Income Tax a D e d u c t io n  From Income?"  The C anad ian  C h a r t e r e d  
A c c o u n t a n t , XXII ( A p r i l ,  19 3 3 ) ,  674 -6 8 0 .
t o  p r o t e c t  a g a i n s t  t a x  p e n a l t i e s  and s e r i o u s  t r o u b l e s  which  may have  a
1 o
d i r e c t  r e l a t i o n s h i p  to  f u t u r e  p r o f i t s .  In  t h i s  s e n s e ,  t h e n ,  t a x e s  
a r e  an e x p e n s e .
I n  b r i e f ,  e ac h  o f  t h e  a rg u m e n ts  ad v an ced  f o r  c o n s i d e r i n g  t h e  
c o r p o r a t e  income t a x  c h a r g e  a s  a d i s t r i b u t i o n  o f  p r o f i t s  r a t h e r  t h a n  
a s  a c o s t  o f  d o i n g  b u s i n e s s  d o e s  n o t  s t a n d  up u n d e r  c l o s e  e x a m i n a t i o n .  
The o n l y  c o n c l u s i o n  which  i s  c o n s i s t e n t  w i t h  e x i s t i n g  a c c o u n t i n g  t h e o r y  
h o l d s  t h a t  t h e  a n n u a l  c o r p o r a t e  income t a x  c h a r g e  i s  a c o s t .
B. THE ECONOMIC NATURE OF THE CORPORATE INCOME TAX
While  a c c o u n t i n g  t h e o r y  i n d i c a t e s  t h e  p r o p e r  t r e a t m e n t  o f  t h e
a n n u a l  t a x  c h a r g e  i s  a d e d u c t i o n  from r e v e n u e  i n  t h e  income s t a t e m e n t ,
t h e  p ro b le m  p r e s e n t s  i t s e l f  o f  t h e  a d j u s t m e n t  o f  a " t a x  a c c o u n t "  
a p p e a r i n g  on t h e  b a l a n c e  s h e e t  when th e  t a x  r a t e  i s  changed  su ch  a s  
t h e  A merican  economy i s  c u r r e n t l y  e x p e r i e n c i n g .  Assume t h a t  a c o r p o r ­
a t i o n  h a s  l i s t e d  among i t s  l i a b i l i t i e s  an a c c o u n t  e n t i t l e d  D e f e r r e d  
Income Tax L i a b i l i t y t h e n  t h e r e  i s  a change  in  t h e  t a x  r a t e s  which 
a p p e a r s  t o  be  p e r m a n e n t .  What s h o u ld  be t h e  d i s p o s i t i o n  o f  t h e  a c c o u n t  
An i n q u i r y  i n t o  t h e  economic  n a t u r e ,  w i t h  e m p h as i s  on t h e  s h i f t i n g  
and i n c i d e n c e ,  o f  t h e  c o r p o r a t e  income t a x  may shed some l i g h t  on t h e  
s o l u t i o n  to  t h i s  di lemma c u r r e n t l y  f a c i n g  m os t  b u s i n e s s  e n t e r p r i s e s .
^®Gilman» c i t . , p p .  314 -3 1 5 .
l ^ F o r  an a n a l y s i s  f o r  how t h i s  a c c o u n t  and i t s  c o u n t e r p a r t ,  
D e f e r r e d  Income Tax E x p en se ,  m ig h t  a r i s e  and t h e i r  e x a c t  a c c o u n t i n g  
n a t u r e ,  s e e  i n f r a , C h a p t e r  IV.
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To s t a t e  t h e  p ro b lem  d i f f e r e n t l y ,  when c o r p o r a t e  income t a x  r a t e s  
a r e  r e d u c e d ,  i f  t h e  f i r m  p a s s e s  t h e  r e d u c t i o n  on to  i t s  c u s t o m e r s  v i a  
r e d u c e d  p r i c e s  o r  t o  i t s  em ployees  v i a  h i g h e r  wages ,  th e n  th e  income 
t a x  h a s  t h e  n a t u r e  o f  o t h e r  c o s t s - - a t  l e a s t  i n  t h e  lo n g  r u n .  I f ,  
how ever ,  p r i c e s  a n d / o r  wages r e m a in  unchanged  i n  t h e  f a c e  o f  a c o r p o r ­
a t e  t a x  r a t e  c h an g e ,  c e t e r i s  p a r i b u s , t h e  s t o c k h o l d e r  b e a r s  t h e  b u r d e n ;  
f u t u r e  r e v e n u e  s t r e a m s  a r e  t h u s  u n a f f e c t e d .
The N a t u r e  o f  t h e  Tax
As a t r u e  c o s t . L ik e  a c c o u n t a n t s ,  e c o n o m i s t s  e x p r e s s  d i s a g r e e m e n t
o v e r  w h e th e r  th e  c o r p o r a t e  income t a x  i s  a t r u e  c o s t .  Some e c o n o m i s t s ,
a g a i n  l i k e  some a c c o u n t a n t s ,  m a i n t a i n  t h a t  t h e  a c t u a l  l i a b i l i t y  o n ly
a r i s e s  a f t e r  p r o f i t s  a r e  r e a l i z e d .  In  e s s e n c e ,  th e y  m a i n t a i n  t h a t  th e
t a x  i s  c o l l e c t e d  a f t e r  t h e  d e c i s i o n s  on p r i c e s  and  p r o d u c t i o n  h ave  been
made. I t  f o l l o w s ,  t h e n ,  t h a t  c o r p o r a t e  income t a x e s  a r e  u n l i k e  o t h e r
70c o s t s  in  t h a t  th e y  do n o t  a f f e c t  p r i c e s  and o u t p u t .  By t h e  p r o c e s s  
o f  e l i m i n a t i o n  t h e  income t a x  c h a r g e  i s  n o t  an e x p e n s e .
E c o n o m is t s  a l s o  c o n te n d  t h a t  t h e  income t a x  i s  n o t  a t r u e  c o s t  
p r i m a r i l y  b e c a u s e  i t  c a n n o t  be  a n t i c i p a t e d .  Yet t h e y  q u i t e  r e a d i l y  
d e m o n s t r a t e  t h e  m ax im iz in g  o f  p r o f i t s  by t h e  b u s in e s s m a n  i n  t e rm s  o f  
e x p e c t e d  m a r g i n a l  c o s t  and m a r g i n a l  r e v e n u e  a n a l y s i s .  I f  a f i r m  can  
a n t i c i p a t e  t h e  m a r g i n a l  c o s t  and m a r g i n a l  r e v e n u e  s c h e d u l e s  i t  w i l l  
be  f a c e d  w i t h ,  t h e n  by s i m p l e  a d d i t i o n  t o t a l  r e v e n u e  and t o t a l  c o s t s
^ R i c h a r d  Goode, The C o r p o r a t i o n  Income Tax (New York:  John Wiley
and Sons ,  1951) ,  p .  5 0 .  See a l s o  R o b e r t  S. F o r d ,  "Some Economic A s p e c t s  
o f  t h e  P r e s e n t  C o r p o r a t e  Income T a x , "  1947 P r o c e e d i n g s , N a t i o n a l  Tax 
A s s o c i a t i o n  ( S a c r a m e n to :  N a t i o n a l  Tax A s s o c i a t i o n ,  1 9 4 7 ) ,  p p .  5 6 -5 7 .
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s c h e d u l e s  can  be  d e r i v e d .  Of c o u r s e ,  w i t h  a g i v e n  t a x  r a t e ,  t h e  amount 
o f  t h e  t a x  l i a b i l i t y  can be  e s t i m a t e d  a s  th e  t a x  r a t e  i s  a p p l ie d - ,  a t  
l e a s t  i n  t h e  t h e o r e t i c a l  w or ld  o f  t h e  e c o n o m i s t s ,  t o  t h e  d i f f e r e n c e  in  
t o t a l  r e v e n u e  and t o t a l  c o s t s .  Thus ,  i t  would be  i n c o n s i s t e n t  t o  con­
c l u d e  in  one b r e a t h  t h a t  t h e  c o r p o r a t e  income t a x  i s  n o t  a c o s t  b e c a u s e  
i t  i s  n o t  known u n t i l  t h e  end o f  t h e  p e r i o d ,  and in  t h e  n e x t  b r e a t h  
s u g g e s t  t h a t  f i r m s  maximize  p r o f i t s  by  p r o d u c i n g  an amount which  r e f l e c t s  
t h e i r  e x a c t  a n t i c i p a t i o n s  i n  t e rm s  o f  m a r g i n a l  c o s t  and m a r g i n a l  r e v e n u e .  
The a rg u m en t  t h a t  t h e  c o r p o r a t e  income t a x  i s  n o t  a t r u e  c o s t  b e c a u s e
i t  can  n o t  be  a n t i c i p a t e d  i s  i n c o n s i s t e n t  w i t h  p r e s e n t - d a y  economic  
21a n a l y s i s .
The t a x  b a s e . Economics  and a c c o u n t i n g  employ d i f f e r e n t  c o n c e p t s  
o f  p r o f i t s .  I n  m e a s u r in g  p r o f i t ,  a c c o u n t a n t s  u s u a l l y  d e d u c t  from 
r e v e n u e  o n l y  t h o s e  c o s t s  i n v o l v i n g  a c t u a l  c o n t r a c t u a l  o b l i g a t i o n s — 
o b j e c t i v e ,  e x p l i c i t  c o s t s .  E c o n o m is t s ,  how ever ,  c o n s i d e r  n o t  o n ly  
t h e  a c c o u n t a n t s '  e x p l i c i t  c o s t s ,  b u t  a l s o  c e r t a i n  i m p l i c i t  o r  o p p o r ­
t u n i t y  c o s t s - - t h e  c o s t  o f  b y - p a s s i n g  th e  a v a i l a b l e  a l t e r n a t i v e s .  
Q u a n t i t a t i v e l y ,  t h e  most i m p o r t a n t  i t e m  o f  i m p l i c i t  c o s t s  i s  t h e  
i n t e r e s t  which  c o u l d  be r e c e i v e d  by  t h e  s t o c k h o l d e r s  o f  t h e  f i r m  i f  
t h e i r  fu n d s  were  i n v e s t e d  e l s e w h e r e .
^ J a m e s  M. M urray ,  "A C r i t i c i s m  o f  t h e  T r a d i t i o n a l  View o f  t h e  
I n c i d e n c e  o f  t h e  C o r p o r a t e  Income T a x , "  W es te rn  B u s i n e s s  Rev iew , V 
( F e b r u a r y ,  19 6 1 ) ,  23.  See a l s o  D. H. R o h e r t s o n ,  "The Colwyn Commit tee ,  
The Income Tax and th e  P r i c e  L e v e l , "  The Economic J o u r n a l , XXXVII 
(December,  1927) ,  581.
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Economic a n a l y s i s  a ssumes  t h a t  f i r m s  must  c o v e r  b o t h  a c c o u n t i n g  
and i m p l i c i t  c o s t s  i n  t h e  lo n g  r u n .  I f  t h i s  were  n o t  t h e  c a s e ,  s t o c k ­
h o l d e r s  would s w i t c h  t h e i r  i n v e s t m e n t s  t o  t h e  a l t e r n a t i v e s  h e r e t o f o r e  
b y - p a s s e d .  A c c o r d i n g l y ,  t h e  e c o n o m i s t ' s  t y p i c a l  a v e r a g e  c o s t  c u r v e  
i n c l u d e s  b o t h  e x p l i c i t  and i m p l i c i t  c o s t s .  S in c e  i m p l i c i t  c o s t s  a r e  
n o t  d e d u c t i b l e  i n  d e t e r m i n i n g  t a x a b l e  income, t h e  c o n c l u s i o n  i s  r e a c h e d  
t h a t  t h e  b a s e  o f  t h e  c o r p o r a t e  t a x  i s  a c c o u n t i n g  r a t h e r  th a n  economic 
p r o f i t s . 22
The S h i f t i n g  and I n c i d e n c e  o f  t h e  Tax
The b u s i n e s s  upon which th e  gove rnm en t  o r i g i n a l l y  l e v i e s  a t a x  
and which l i k e w i s e  o r i g i n a l l y  pays  t h e  t a x ,  b a s e d  upon a c c o u n t i n g  
p r o f i t s ,  may n o t  be  t h e  one which b e a r s  t h e  b u r d e n  in  t h e  l a s t  i n s t a n c e .  
The p r o c e s s  o f  t h e  t r a n s f e r  o f  a t a x  i s  g e n e r a l l y  known as  t h e  " s h i f t i n g "  
o f  t h e  t a x ,  w h i l e  t h e  s e t t l e m e n t  o f  t h e  b u rd en  on th e  u l t i m a t e  t a x p a y e r  
i s  r e f e r r e d  to  a s  t h e  " i n c i d e n c e "  o f  t h e  t a x .  The i n c i d e n c e  o f  t h e  
t a x  r e s u l t s  from t h e  s h i f t i n g . 2^
S h o r t  r u n . Both  t r a d i t i o n a l  and c o n te m p o r a r y  e c o n o m i s t s  g e n e r ­
a l l y  h o ld  t h a t  t h e  c o r p o r a t e  income t a x  i s  n o t  s h i f t e d  i n  t h e  s h o r t
22I b i d . , p .  24.  See a l s o ,  J .  F red  Weston ,  " I n c i d e n c e  and E f f e c t s  
o f  t h e  C o r p o r a t e  Income T a x . "  N a t i o n a l  Tax J o u r n a l , I I  (December,  1949) ,  
3 0 2 -3 0 7 .
2% d w in  R. A. S e l ig m a n ,  The S h i f t i n g  and I n c i d e n c e  o f  T a x a t i o n  
(New York:  Columbia U n i v e r s i t y  P r e s s ,  1 9 2 7 ) ,  p .  1. The i n t r o d u c t i o n
o f  t h i s  book i s  r e p r i n t e d  i n  R ic h a r d  A. Musgrave  and C a r l  S. Shoup 
( e d s . ) , R ead in g s  i n  t h e  Economics  o f  T a x a t i o n  (Homewood, I l l i n o i s :
R ic h a r d  D. I r w i n ,  I n c . ,  19 5 9 ) ,  pp .  202 -213 .
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r u n , ^  Goode m a i n t a i n s  t h a t  t h i s  p r o p o s i t i o n  h o l d s  t r u e  r e g a r d l e s s  
o f  t h e  d e g r e e  o f  c o m p e t i t i o n  o r  m o n o p o ly .25 Shoup, how ever ,  p o i n t s  
o u t  t h a t  such  a g e n e r a l i z a t i o n  must be  q u a l i f i e d  by s p e c i f y i n g  a t a x  
change  o f  s o m eth in g  l e s s  t h a n  e x t r e m e  m a g n i t u d e . 26
A g r a p h i c  p r e s e n t a t i o n  o f  an a n a l y s i s  o f  t h e  e f f e c t s  o f  a change  
i n  t h e  c o r p o r a t e  income t a x  r a t e  i s  p r e s e n t e d  i n  E x h i b i t  1. The 
m a r k e t  s i t u a t i o n  used  i s  t h a t  o f  p e r f e c t  c o m p e t i t i o n .  The s o l i d  l i n e s  
r e p r e s e n t  t h e  p o s i t i o n  o f  t h e  f i r m  b e f o r e  an i n c r e a s e  i n  t a x  r a t e s  i s  
i n s t i t u t e d .  The f i r m  i s  m a x im iz in g  p r o f i t s  by p r o d u c i n g  a t  p o i n t  T 
where  m a r g i n a l  c o s t s  (MC) e q u a l s  m a r g i n a l  r e v e n u e  (MR) o r  p r i c e  ( P ) . 
O u tp u t  i s  a l s o  a t  t h e  low p o i n t  o f  t h e  a v e r a g e  t o t a l  economic  c o s t s  
(ATEC) c u r v e .  M a r g in a l  c o s t  (MC) e q u a l s  ATEC a t  p o i n t  T.  At p o i n t  
X, MC e q u a l s  a v e r a g e  t o t a l  a c c o u n t i n g  c o s t s  (ATAC). The d i f f e r e n c e
^ " W h i l e  no u n a n i m i t y  o f  o p i n i o n  e x i s t s  on t h i s  s c o r e  ( t h a t  t h e  
c o r p o r a t i o n  income t a x  r e s t s  on p r o f i t s )  t h e  v iew  t h a t  t h e  t a x  i s  n o t  
s h i f t e d ,  p a r t i c u l a r l y  i n  t h e  s h o r t  r u n ,  i s  s t i l l  most w i d e l y  h e l d . "  
D a n i e l  M. H o l l a n d ,  "The D i f f e r e n t i a l  Tax Burden on S t o c k h o l d e r s , "
The A merican  Economic Review , XLV ( P r o c e e d i n g s ,  May, 1 9 5 5 ) ,  4 1 6 .  See 
a l s o ,  R i c h a r d  Goode, "The C o r p o r a t e  Income Tax and t h e  P r i c e  L e v e l , "
The A merican  Economic R ev iew , XXXV (March, 1 9 4 5 ) ,  4 0 - 5 8 ;  Sub-Commit tee  
on F e d e r a l  C o r p o r a t e  Net Income Tax, The N a t i o n a l  Tax A s s o c i a t i o n ,  
"Economic E f f e c t s  o f  t h e  C o r p o r a t i o n  Income T a x , "  1949 P r o c e e d i n g s , 
N a t i o n a l  Tax A s s o c i a t i o n  (S a c r a m e n to ;  N a t i o n a l  Tax A s s o c i a t i o n ,  1950) ,  
p p .  4 5 8 - 4 7 0 ;  and Committee  on F e d e r a l  C o r p o r a t e  Net Income Tax,  The 
N a t i o n a l  Tax A s s o c i a t i o n ,  " F i n a l  R e p o r t  o f  t h e  Commit tee  on t h e  F e d e r a l  
C o r p o r a t e  Net Income T a x , "  1950 P r o c e e d i n g s , N a t i o n a l  Tax A s s o c i a t i o n  
(S a c r a m e n to :  N a t i o n a l  Tax A s s o c i a t i o n ,  1 9 5 1 ) ,  p p .  5 4 - 7 3 .
^ R i c h a r d  Goode, "The C o r p o r a t e  Income Tax and t h e  P r i c e  L e v e l , "  
The A merican  Economic Review, XXXV (March,  1 9 4 5 ) ,  4 8 .
2 6 c a r i  Shoup, " I n c i d e n c e  o f  t h e  C o r p o r a t i o n  Income Tax; C a p i t a l  
S t r u c t u r e  and T u r n o v e r  R a t e s , "  N a t i o n a l  Tax J o u r n a l , I  (March, 1948) ,  
1 2 -1 3 .
C f l i f  * « < /
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EXHIBIT 1 
SHORT RUN EFFECTS OF A CHANGE 
IN INCOME TAX RATES
betw een  ATEC and ATAC r e p r e s e n t s  i m p l i c i t  o p p o r t u n i t y  c o s t s .  The b roken  
l i n e s  r e p r e s e n t  th e  im media te  e f f e c t  o f  an i n c r e a s e  in  t h e  t a x  r a t e ,  say  
from 40 p e r  c e n t  to  50 p e r  c e n t .  S in c e  i m p l i c i t  c o s t s  a r e  n o t  a l l o w a b l e  
d e d u c t i o n s  f o r  t a x  p u r p o s e s ,  t h e  t a x  w i l l  t a k e  a b o u t  o n e - t e n t h  more o f  
t h e  f i r m ' s  a c c o u n t i n g  p r o f i t s ,  o r  o n e - t e n t h  o f  t h e  d i f f e r e n c e  be tween  
t h e  r e v e n u e  (P) and a c c o u n t i n g  c o s t s  (ATAC) a t  a l l  l e v e l s  o f  o u t p u t .  
While  t h e  shape  o f  t h e  MC l i n e  changes  to  MC*, i t  s t i l l  p a s s e s  t h ro u g h  
th e  p r i c e  l i n e  a t  t h e  same p o i n t  (T) a s  i t  d id  b e f o r e  t h e  t a x  r a t e  
ch an g e .  Such an economic a n a l y s i s  c o n c lu d e s  t h a t  a change in  c o r p o r a t e
50
income t a x  r a t e s  d o e s  n o t  r e s u l t  i n  a change  in  t h e  p r i c e  f o r  a f i r m
27w hich  i s  m a x im iz in g  p r o f i t s  i n  t h e  s h o r t  r u n .  And o f  ex t re m e  
i m p o r t a n c e ,  e m p i r i c a l  e v i d e n c e  d o es  n o t  d i s p r o v e  t h i s  c o n c l u s i o n . ^ ®
Such a c o n c l u s i o n ,  however ,  m us t  be  tem pered  by s p e c i f y i n g  a 
r a t h e r  s m a l l  t a x  c h an g e .  For  i n s t a n c e  su p p o se  t h e  c o r p o r a t e  income 
t a x  r a t e  was i n c r e a s e d  from 40 p e r  c e n t  t o  80 p e r  c e n t  and t h e  new 
r a t e  was e x p e c t e d  t o  rem a in  in  f o r c e  i n d e f i n i t e l y .  I n t u i t i v e l y ,  i t  
seems u n l i k e l y  t h a t  t h e  f i r m s  in  ou r  economy would keep  t h e  p r i c e s  
o f  t h e i r  p r o d u c t s  unchanged in  t h e  wake o f  such  d r a s t i c  c u t s  in  
p r o f i t s  a v a i l a b l e  t o  t h e  s t o c k h o l d e r s .  The r e s u l t  would p r o b a b l y  be 
im m ed ia te  i n c r e a s e s  in  p r i c e s  o f  t h e i r  p r o d u c t s  by  a l l  f i r m s .  Thus ,  
w i t h  an e x t r e m e l y  l a r g e  i n c r e a s e  i n  t h e  t a x  r a t e ,  p r o b a b l y  i t s  b u rd e n  
would be s h i f t e d  i n  t h e  s h o r t  r u n .
Long r u n . U n l i k e  t a x  s h i f t i n g  in  t h e  s h o r t  r u n ,  e c o n o m i s t s  seem 
t o  be d i v i d e d  o v e r  t h e  q u e s t i o n  w h e th e r  t h e  c o r p o r a t e  income t a x  i s  
s h i f t e d  i n  t h e  lo n g  r u n .  G e n e r a l l y ,  t h e  e c o n o m i s t s  who have  w r i t t e n  
on t h i s  s u b j e c t  can be d i v i d e d  i n t o  t h r e e  g r o u p s :  (1) t h o s e  who
a p p a r e n t l y  f e e l  t h a t  n one ,  o r  a t  l e a s t  v e r y  l i t t l e ,  o f  t h e  t a x  i s
27 T h i s  a n a l y s i s  i s  a d o p t e d ,  w i t h  m o d i f i c a t i o n ,  from M urray ,  
o p . c i t . , p .  24 .  A s l i g h t l y  d i f f e r e n t  a n a l y s i s  b u t  w i t h  t h e  same 
b a s i c  c o n c l u s i o n s  a s  o u t l i n e d  h e r e  i s  p r e s e n t e d  i n  Weston , og .  c i t . ,  
pp .  306 -3 1 0 .
^^Eugene M. L e r n e r  and Eldon S.  H e n d r i k s e n ,  " F e d e r a l  Taxes  on 
C o r p o r a t e  Income and t h e  R a t e  o f  R e t u r n  on I n v e s t m e n t  i n  M a n u f a c t u r i n g ,  
1 9 2 7 - 1 9 5 2 , "  N a t i o n a l  Tax J o u r n a l ,  IX (S e p te m b e r ,  1956) ,  1 9 5 -1 9 9 .
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s h i f t e d ;  (2) t h o s e  who b e l i e v e  t h a t  v a r y i n g ,  and u s u a l l y  i n d e t e r m i n a t e ,  
amounts  o f  th e  t a x  a r e  s h i f t e d ;  and (3) t h o s e  who b e l i e v e  t h a t  a l l ,  o r  
a t  l e a s t  m o s t ,  o f  t h e  t a x  i s  s h i f t e d .
P e rh a p s  a s  much o r  even  more th a n  any  o t h e r  e c o n o m i s t ,  M. A.
Adelman e x e m p l i f i e s  th e  f i r s t  g r o u p ,  i . e . ,  t h o s e  who c o n c l u d e  t h a t  
c o r p o r a t e  income t a x  s h i f t i n g  i s  e i t h e r  n o n e x i s t e n t  o r  i n s i g n i f i c a n t .
He examined  c o r p o r a t e  p r o f i t s  b e f o r e  t a x e s  a s  a f r a c t i o n  o f  a l l  income 
o r i g i n a t i n g  i n  U. S. c o r p o r a t e  e n t e r p r i s e s  f o r  t h e  1 9 2 0 ' s  and f o r  t h e  
p e r i o d  1946-55 and found i t  a l m o s t  i d e n t i c a l  f o r  t h e  two p e r i o d s .
Adelman c o n c lu d e d  t h a t  t h e  h i g h e r  t a x  r a t e  o f  t h e  second  p e r i o d  was 
n o t  r e c o v e r e d  v i a  lower wages o r  h i g h e r  p r i c e s ;  t h a t  i s ,  t h e  t a x  was
n o t  s h i f t e d . 29
S e v e r a l  r e c e n t  w r i t e r s  b e l o n g  i n  t h e  second  c a t e g o r y .  Musgrave ,  
f o r  exam ple ,  s u g g e s t s  t h a t  a b o u t  45^ p e r  c e n t  o f  t h e  c o r p o r a t i o n  
income t a x  i s  s h i f t e d  f o r w a rd  t o  consum ers  and o n e - e i g h t h  backward  to  
e m p l o y e e s . 30 While  n o t  b e i n g  a s  p r e c i s e  i n  t h e i r  e s t i m a t e s  o f  t h e
2^M. A. Adelman, "The C o r p o r a t e  Income Tax in  t h e  Long Run,"
The J o u r n a l  o f  P o l i t i c a l  Economy, LXVC ( A p r i l ,  1957 ) ,  151-157 .
30a . M usgrave ,  J .  J .  C a r o l l ,  L.  D. Cook, and L. F r a n e ,  " D i s t r i ­
b u t i o n  o f  Tax Payments  by Income G roups :  A Case S tudy  f o r  1 9 4 8 ,"
N a t i o n a l  Tax J o u r n a l ,  IV (March,  1 9 5 1 ) ,  16.
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d e g r e e  o f  t a x  s h i f t i n g ,  S o m e r s , ^  S h o u p , 32 an(j C olm ,33  among o t h e r s ,  
a l s o  b e l i e v e  t h a t  t h e  e n t i r e  t a x  b u r d e n  i s  n o t  b o rn e  in  t h e  lo n g  r u n  
by t h e  s t o c k h o l d e r s .
The t h i r d  s c h o o l  o f  t h o u g h t - - t h a t  t h e  c o r p o r a t e  income t a x  i s  
s h i f t e d  s i g n i f i c a n t l y - - s e e m s  t o  a p p e a l  t o  a s  many e c o n o m i s t s  a s  a r e  in  
t h e  f i r s t  two g r o u p s  combined . And many e c o n o m i s t s  b e l i e v e  t h a t  t h i s  
i s  t h e  p r e v a i l i n g  o p i n i o n .  They p o i n t  t o  r e c e n t  e m p i r i c a l  s t u d i e s  
w h ich ,  w h i l e  n o t  p r o v i n g  t h a t  t h e  t a x  i s  n o t  s h i f t e d ,  a t  l e a s t  a r e  
c o n s i s t e n t  w i th  t h i s  v iew .  L e r n e r  and H e n d r i k s e n 3 4  i n  ex am in in g  th e  
e f f e c t s  o f  c h an g e s  i n  t h e  t a x  r a t e  on t h e  r e t u r n  on i n v e s t m e n t  in  
m a n u f a c t u r i n g  be tw een  1927 and 1952 found t h a t  i n  t h e  lo n g  r u n  t h e  
l e v e l  o f  t a x a t i o n  h a s  had no d i s c e r n i b l e  e f f e c t  on th e  r a t e  o f  r e t u r n  
on i n v e s t m e n t .  Thus ,  th e y  c o n c l u d e  t h a t  t h e  t a x  was s h i f t e d .
C l e n d e n i n ,  i n  a s i m i l a r  s t u d y ,  a r r i v e d  a t  t h e  same c o n c l u s i o n . 35 O the r
^ H a r o l d  M. Somers ,  P u b l i c  F i n a n c e  and N a t i o n a l  Income ( P h i l a ­
d e l p h i a :  The B l a k i s t o n  Company, 19 4 9 ) ,  p .  216.
^ C a r l  S. Shoup, "Some C o n s i d e r a t i o n s  on t h e  I n c i d e n c e  o f  t h e  
C o r p o r a t i o n  Income T ax ,"  The J o u r n a l  o f  F i n a n c e , VI ( J u n e ,  1951) ,  
187-196 .
^ G e r h a r d  Colm, "The C o r p o r a t i o n  and t h e  C o r p o r a t e  Income Tax 
i n  t h e  American  Economy,” The A merican  Economic Review, XLIV ( P ro ­
c e e d i n g s ,  May, 1 9 5 4 ) ,  4 8 6 -5 0 3 .
■^Lerne r  and H e n d r i k s e n ,  og .  c i t . , pp.  193-202 .
35John  C. C l e n d e n i n ,  " E f f e c t s  o f  C o r p o r a t e  Income Taxes on 
C o r p o r a t e  E a r n i n g s , "  Taxes - - The Tax M a g a z in e , XXXIV ( J u n e ,  19 5 6 ) ,
396.
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w r i t e r s  h o ld  s i m i l a r  c o n c l u s i o n s ,  a l t h o u g h  t h e r e  i s  a g r e a t  d e a l  o f  
d i v e r s i t y  o f  o p i n i o n  o v e r  t h e  form o f  t h e  s h i f t i n g . 36
A gain  u s i n g  _a p r i o r i  r e a s o n i n g ,  i t  seems u n l i k e l y  t h a t  t h e  
c o r p o r a t e  income t a x  p e r m a n e n t l y  r e d u c e s  t h e  r e t u r n  t o  t h e  s t o c k ­
h o l d e r s .  O t h e r w i s e ,  t h e  U n i t e d  S t a t e s  would h ave  e x p e r i e n c e d  a 
g e n e r a l  w i t h d r a w a l  o f  c a p i t a l  from th e  i n v e s t m e n t  o r  c a p i t a l  s e c t o r  
o f  t h e  economy and a r e i n v e s t m e n t  i n  o t h e r  a r e a s .  The o p p o s i t e  
t e n d e n c y  i s  c l e a r l y  o b v i o u s .  However, i t  i s  n o t  known what t h e  e f f e c t s  
would h ave  been  i f  t h e  t a x  r a t e  had rem a in ed  un ch an g ed .  And i t  i s  
p o s s i b l e  t h a t  i n c r e a s e d  t a x  r a t e s  have  s p u r r e d  an i n c r e a s e  in  p r o ­
d u c t i o n  e f f i c i e n c y  t o  o f f s e t  t h e  i n c r e a s i n g  t a x  b u r d e n .
In  b r i e f ,  t h e  m a j o r i t y  o f  e c o n o m i s t s ,  a t  l e a s t  r e c e n t  w r i t e r s  on 
t h e  s u b j e c t ,  b e l i e v e  t h a t  t h e  c o r p o r a t e  income t a x  i s  n o t  s h i f t e d  in  
t h e  s h o r t  r u n .  While  o v e r  t h e  lo n g  r u n ,  t h e r e  i s  d i v i d e d  o p i n i o n  a s  
t o  w h e th e r  t h e  t a x  i s  s h i f t e d ,  t h e  m a j o r i t y  o p i n i o n  seems to  h o ld  
t h a t  t h e  t a x  i s  s i g n i f i c a n t l y  s h i f t e d .  The manner and d e g r e e  o f  s h i f t i n g  
in  t h e  long  r u n ,  how ever ,  seems to  depend upon t h e  a t t e n d a n t  c i r c u m ­
s t a n c e s  .
A c c o u n t in g  i m p l i c a t i o n s  o f  t a x  s h i f t i n g . As i n d i c a t e d  e a r l i e r ,  
a c c o u n t a n t s  f r e q u e n t l y  s e t  up on t h e  b a l a n p e  s h e e t  income t a x  r e l a t e d  
a c c o u n t s  which  a r e  to  be  w r i t t e n  o f f  o v e r  a s e r i e s  o f  f u t u r e  a c c o u n t i n g
-^Don M. S o u l e ,  " S h i f t i n g  o f  t h e  C o r p o r a t e  Income Tax: A
Dynamic A n a l y s i s , "  The J o u r n a l  o f  F i n a n c e , XIV (S ep te m b e r ,  1 9 5 9 ) ,
3 9 0 -402 ;  A rn o ld  C. H a r b e r g e r ,  "The I n c i d e n c e  o f  th e  C o r p o r a t i o n  Income 
T a x , "  The J o u r n a l  o f  P o l i t i c a l  Economy, LXX ( J u n e ,  19 6 2 ) ,  215 -2 4 0 .
See a l s o  M o r r i s  Beck, " A b i l i t y  t o  S h i f t  t h e  C o r p o r a t e  Tax:  Seven
I n d u s t r i a l  G r o u p s , "  N a t i o n a l  Tax J o u r n a l , I I I  (S ep te m b e r ,  19 5 0 ) ,  248 -2 5 6 .
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p e r i o d s .  The amount t o  be p e r i o d i c a l l y  added t o  t h e  b a l a n c e  s h e e t  t a x  
a c c o u n t  i s  b a se d  upon t h e  p r e v a i l i n g  t a x  r a t e s .  The i n c r e a s e s  t o  t h e  
D e f e r r e d  Income Tax L i a b i l i t y  a c c o u n t  o f t e n  r e s u l t  from a c c e l e r a t e d  
d e p r e c i a t i o n  m ethods  a l l o w e d  f o r  t a x  p u r p o s e s  b u t  n o t  u sed  i n  f i n a n c i a l  
r e p o r t i n g .
To i l l u s t r a t e ,  suppose  t h a t  a f i r m  p u r c h a s e s  a c a p i t a l  a s s e t  
( i n  economic t e r m i n o l o g y ) , s ay  a p i e c e  o f  m a c h i n e r y ,  and t a k e s  advan­
t a g e  o f  t h e  a c c e l e r a t e d  d e p r e c i a t i o n  p r o v i s i o n s  o f  t h e  t a x  law, e . g .  
d o u b l e  d e c l i n i n g  b a l a n c e ,  b u t  u s e s  s t r a i g h t - l i n e  d e p r e c i a t i o n  f o r  
a c c o u n t i n g  and r e p o r t i n g  p u r p o s e s .  In  t h e  e a r l y  y e a r s  o f  o w n e r sh ip  o f  
t h e  a s s e t ,  d e p r e c i a t i o n  i s  g r e a t e r  f o r  t a x  p u r p o s e s  th a n  f o r  r e p o r t i n g  
p u r p o s e s  and i n  t h e  l a t e r  y e a r s  t h e  r e v e r s e  i s  t r u e .  T hus ,  i n  t h e  
e a r l y  y e a r s ,  t h e  amount o f  t a x  l i a b i l i t y  i s  g r e a t e r  t h a n  in  t h e  l a t e r  
y e a r s ,  c e t e r i s  p a r i b u s . To " c o r r e c t "  t h i s  s i t u a t i o n  some a c c o u n t a n t s  
f a v o r  r e p o r t i n g  on t h e  income s t a t e m e n t  t a x  e x p e n s e  b a s e d  upon t h e  
a c c o u n t i n g  d e p r e c i a t i o n  and c h a r g e  t h e  d i f f e r e n c e  b e tw ee n  t h e  a c c o u n t i n g  
income t a x  e x p e n s e  and t h e  a c t u a l  t a x  l i a b i l i t y - - t h e  fo rm er  b e i n g  
g r e a t e r  i n  t h e  e a r l y  y e a r s - - t o  a b a l a n c e  s h e e t  a c c o u n t  such  a s  D e f e r r e d  
Income Tax L i a b i l i t y .  Then i n  t h e  l a s t  y e a r s  o f  t h e  a s s e t ' s  l i f e ,  t h e  
a c c o u n t i n g  t a x  e x p e n s e  would be l e s s  t h a n  t h e  a c t u a l  t a x  l i a b i l i t y .  
T h e r e f o r e ,  t h e  b a l a n c e  s h e e t  t a x  a c c o u n t  would be r e d u c e d ,  a c c o r d i n g  
t o  t h e  m a j o r i t y  o f  a c c o u n t a n t s ,  t o  z e r o .  T h i s  p r o c e d u r e  i s  known as  
i n t e r p e r i o d  t a x  a l l o c a t i o n .
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In  such  a p r o c e d u r e ,  up u n t i l  r e c e n t l y ,  a c c o u n t a n t s  have  s a f e l y  
i g n o r e d  t h e  p o s s i b i l i t y  o f  c o r p o r a t e  income t a x  r a t e  c h a n g e s . ^  The 
1964 Revenue A c t ,  r e d u c i n g  t h e  c o r p o r a t e  income t a x  r a t e ,  h a s  s h a t t e r e d  
such  an i l l u s i o n .  In  l i g h t  o f  t h e s e  d e v e l o p m e n t s ,  a c c o u n t a n t s  m us t  
now seek  t o  r e - e x a m i n e  t h e  b a l a n c e  s h e e t  income t a x  a c c o u n t .  P e r h a p s  
t h e  e v i d e n c e  c o n c e r n i n g  t h e  s h i f t i n g  o f  t h e  c o r p o r a t e  income t a x  sh ed s  
some l i g h t  on a p o s s i b l e  avenue  o f  a p p r o a c h  to  t h e  dilemma c r e a t e d  by 
r e c e n t  t a x  r a t e  c h a n g e s .
E c o n o m is t s  d e f i n e  t h e  s h o r t  r u n  a s  a p e r i o d  lo n g  enough f o r  o u t p u t ,  
b u t  n o t  p l a n t ,  t o  v a ry .^ ®  In  a c c o u n t i n g  t e r m s ,  t h i s  p e r i o d  g e n e r a l l y  
means b e f o r e  t h e  f i x e d  a s s e t s  a r e  r e p l a c e d .  I t  w i l l  be  r e c a l l e d  t h a t  
t h e  p r e c e d i n g  a n a l y s i s  c o n c lu d e d  t h a t  t h e  c o r p o r a t e  income t a x  was 
n o t  s h i f t e d  i n  t h e  s h o r t  r u n  u n l e s s  t h e  r a t e  was changed  by an ex t re m e  
amount .  As t h e  1964 t a x  r a t e s  were  d e c r e a s e d  2 p e r  c e n t  from t h e  1963 
l e v e l  and a n o t h e r  2 p e r  c e n t  d e c r e a s e  i s  e f f e c t i v e  f o r  1965, i t  i s  
c o n c l u d e d ,  t h e r e f o r e ,  t h a t  t h i s  d e c r e a s e  i s  n o t  b e i n g  p a s s e d  on t o  t h e
3 7 I n t e r p e r i o d  t a x  a l l o c a t i o n  f i r s t  r e c e i v e d  m e n t io n  in  t h e  l a t t e r  
y e a r s  o f  World War I I  when c e r t i f i c a t e s  o f  n e c e s s i t y  were  b e i n g  i s s u e d .  
A f t e r  t h e  War and up u n t i l  1964, no ch an g e  had t a k e n  p l a c e  i n  t h e  
c o r p o r a t e  income t a x  r a t e  s t r u c t u r e .  I n  d e t e r m i n i n g  h i s  e s t i m a t e s  o f  
t h e  amount to  be  added  to  ( o r  d e d u c t e d  from) t h e  b a l a n c e  s h e e t  income 
t a x  a c c o u n t ,  t h e  a c c o u n t a n t  was adm onished  t o  u se  t h e  " r a t e  i n  e f f e c t  
d u r i n g  t h e  p e r i o d  c o v e r e d  by t h e  income s t a t e m e n t  . . . "  A mer ican  
I n s t i t u t e  o f  A c c o u n t a n t s ,  Commit tee  on A c c o u n t i n g  P r o c e d u r e ,  " R e s t a t e ­
m en t  and R e v i s i o n  o f  A c c o u n t in g  R e s e a r c h  B u l l e t i n s , "  A c c o u n t in g  
R e s e a r c h  B u l l e t i n  No. 43 (New Y ork :  A m er ican  I n s t i t u t e  o f  A c c o u n t a n t s ,  
1 9 5 3 ) ,  p .  89,  r e p r i n t e d  i n  A m er ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  
A c c o u n t a n t s ,  A c c o u n t in g  R e s e a r c h  and T e rm in o lo g y  B u l l e t i n s  ( f i n a l  
e d i t i o n ;  New York:  A m er ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,
19 6 1 ) .
^®E. Cary  Brown, "The C o r p o r a t e  Income Tax i n  t h e  S h o r t  Run ,"  
N a t i o n a l  Tax J o u r n a l ,  V II  (S ep te m b e r ,  19 5 4 ) ,  241.
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consumer  v i a  lower  p r i c e s  o r  a l t e r n a t i v e l y ,  t o  t h e  em ployees  v i a  h i g h e r  
w ages .  T h a t  i s ,  t h e  r e v e n u e  s t r e a m  o f  t h e  f i r m  w i l l ,  c e t e r i s  p a r i b u s , 
r e m a in  t h e  same w h i l e  t h e  m a tc h in g  c o s t s ,  a t  l e a s t  i n  th e  form o f  
income t a x e s ,  h ave  been  d e c r e a s e d .  Such a s i t u a t i o n ,  t h e n ,  c l e a r l y  
c a l l s  f o r  an a d j u s t m e n t  o f  th e  b a l a n c e  s h e e t  t a x  a c c o u n t .  The t e c h n i q u e  
o f  such  an a d j u s t m e n t  i s  d e m o n s t r a t e d  i n  th e  n e x t  c h a p t e r .
In  t h e  lo n g  r u n ,  by d e f i n i t i o n ,  t h e  a s s e t  which  g i v e s  r i s e  t o  a 
" l o n g  te rm 11 b a l a n c e  s h e e t  t a x  a c c o u n t  i s  r e p l a c e d .  A c c o r d i n g l y ,  t h e  
c o r r e s p o n d i n g  t a x  a c c o u n t i n g  b e g i n s  anew and no a d j u s t m e n t  i n  t h e  t a x  
a c c o u n t  i s  need ed  o t h e r  th a n  a t  t h e  t im e  th e  t a x  r a t e  c h a n g e s .  P u t  
d i f f e r e n t l y ,  f o r  a c c o u n t i n g  p u r p o s e s  h e r e ,  t h e  " l o n g  r u n "  i s  a s e r i e s  
o f  " s h o r t  r u n s . "  I f  t h e  s h o r t  r u n  a d j u s t m e n t s  a r e  p r o p e r l y  a c c o u n te d  
f o r ,  t h e n  no lo n g  ru n  a d j u s t m e n t  i s  n e c e s s a r y  f o r  f i n a n c i a l  r e p o r t i n g  
p u r p o s e s .
C, THE LOCATION OF THE INCOME TAX CHARGE 
IN THE INCOME STATEMENT
The above a n a l y s i s  c o n c l u d e s  t h a t  t h e  p e r i o d i c  c o r p o r a t e  income 
t a x  c h a r g e  i s  p r o p e r l y  c o n s i d e r e d  a s  a c o s t  o f  d o i n g  b u s i n e s s .  I t  
i s  a r e v e n u e  d e d u c t i o n  p r o p e r l y  r e f l e c t e d  i n  t h e  income s t a t e m e n t  i n  
a c c o r d a n c e  w i t h  t h e  b a s i c  a c c o u n t i n g  c o n c e p t  o f  m a t c h i n g .
P l a c e m e n t  o f  t h e  C u r r e n t  Charge  on Normal O p e r a t i o n s
As a s e p a r a t e  i t e m . D i f f e r e n t  v i e w p o i n t s  have  b e e n  e x p r e s s e d  
as  t o  t h e  l o c a t i o n  o f  t h e  income t a x  c h a r g e  i n  t h e  income s t a t e m e n t .
The s o - c a l l e d  h i s t o r i c a l  p o s i t i o n  f e a t u r e s  s t r i k i n g  a b a l a n c e  a f t e r  a l l
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d e d u c t i o n s  e x c e p t  t h e  f e d e r a l  income t a x  c h a r g e  and c a l l i n g  t h i s  b a l a n c e  
Net Income B e f o r e  Income T a x e s .  Then t h e  f e d e r a l  income t a x  c h a r g e  i s  
l i s t e d  and d e d u c t e d  a s  a s e p a r a t e  i t e m  in  a r r i v i n g  a t  n e t  i n c o m e .^9 Of 
540 com pan ies  examined by  t h e  A mer ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  
A c c o u n t a n t s  which r e f l e c t e d  e s t i m a t e d  f e d e r a l  income t a x e s  in  t h e i r  
income s t a t e m e n t s ,  385 p r e s e n t e d  such e s t i m a t e s  a s  a s e p a r a t e  l a s t  
i t e m . ^  The c o n d en se d  income s t a t e m e n t  o f  E x h i b i t  2 s e r v e s  a s  an 
example  o f  t h i s  method o f  income t a x  r e p o r t i n g .
EXHIBIT 2
U n i te d  F r u i t  Company and S u b s i d i a r i e s ^
S t a t e m e n t  o f  C o n s o l i d a t e d  E a r n i n g s  
For t h e  Year Ended December 31,  1963
Income from o p e r a t i o n s .  .........................................................................  $ 11 ,021
I n t e r e s t  and o t h e r  income ....................................................................  2 , 4 2 2 ,2 7 7
Net income b e f o r e  t a x e s  .........................................................................  $ 2 ,4 3 3 ,2 9 8
P r o v i s i o n  f o r  U n i t e d  S t a t e s  and f o r e i g n
income t a x e s  ........................................................................................  1 ,9 7 5 ,0 0 0
Net e a r n i n g s ..................................................................................................$ 4 5 8 ,2 9 8
R e p o r t i n g  t h e  income t a x e s  a s  a l a s t  s e p a r a t e  d e d u c t i o n  seems to  
s t r e s s  t h e  e x t e n t  o f  t h e  g o v e r n m e n t ’ s p a r t i c i p a t i o n  in  t h e  b u s i n e s s  
p r o f i t s  which would o t h e r w i s e  p r e s u m a b ly  be a v a i l a b l e ,  a t  l e a s t  i n
^ N o r m a n  J .  L e n h a r t  and P h i l i p  L. D e f l i e s e ,  Montgomery1 s A u d i t i n g  
( e i g h t h  e d i t i o n ;  New York:  The Ronald  P r e s s  Company, 1 9 5 7 ) ,  p .  110.
^ A m e r i c a n  i n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  A c c o u n t in g  
T r e n d s  & T e c h n iq u e s - - 1963 ( s e v e n t e e n t h  e d i t i o n ;  New York:  A m er ican
I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  1 9 6 3 ) ,  p .  181.
^ U n i t e d  F r u i t  Company, Annua 1 R e p o r t , 1963, p .  9.
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t h e  s h o r t  r u n ,  to  t h e  s t o c k h o l d e r s . F u r t h e r m o r e ,  such  a t e c h n i q u e  
s t r e s s e s  t h e  p e r f o r m a n c e  o f  management i n  o p e r a t i n g  t h e  b u s i n e s s  by 
s t r i k i n g  a b a l a n c e  b e f o r e  income t a x e s .  Income t a x e s  a r e  g e n e r a l l y  
c o n s i d e r e d  t o  be  beyond t h e  c o n t r o l  o f  management.  These  two p o i n t s ,  
i t  w i l l  be  r e c a l l e d ,  a r e  a t  th e  h e a r t  o f  t h e  r a t i o n a l e  f o r  n o t  con ­
s i d e r i n g  t h e  income t a x  c h a r g e  a s  an e x p a n s e .
C l a s s i f i e d  w i t h  o t h e r  c o s t s . In  o r d e r  t o  s t r e s s  t h e  " c o s t "  
a s p e c t  o f  income t a x e s ,  f o r  i t  i s  a c o s t ,  P a to n  s u g g e s t e d  p l a c i n g  t h e  
a n n u a l  income t a x  c h a r g e  im m e d ia t e ly  f o l l o w i n g  e x p e n s e s  and r e l a t e d  
c h a r g e s  b u t  b e f o r e  t h e  c o m p u t a t i o n  o f  any n e t  income f i g u r e . ^  Out 
o f  540 com pan ies  s u r v e y e d  by t h e  A mer ican  I n s t i t u t e  o f  C e r t i f i e d
P u b l i c  A c c o u n t a n t s  which r e f l e c t e d  an income t a x  c h a r g e  i n  t h e i r  1962
/  ^
income s t a t e m e n t s ,  155 r e p o r t e d  t h i s  e x p en se  a l o n g  w i t h  o t h e r  c o s t s .
The c o n d en se d  income s t a t e m e n t  o f  E x h i b i t  3 r e f l e c t s  t h e  c l a s s i f i ­
c a t i o n  o f  f e d e r a l  income t a x e s  a l o n g  w i t h  o t h e r  e x p e n s e s .
^ W i l l i a m  A. P a t o n ,  " A d a p t a t i o n  o f  t h e  Income S t a t e m e n t  to  
P r e s e n t  C o n d i t i o n s , "  The J o u r n a l  o f  A c c o u n t a n c y , LXXV ( J a n u a r y ,
1 9 4 3 ) ,  13.
^ A m e r i c a n  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  A c c o u n t in g  
T r e n d s  & T e c h n i q u e s - - 1 9 6 3 , l o c . c i t .
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EXHIBIT 3
G e n e ra l  M i l l s ,  I n c .  and I t s  C o n s o l i d a t e d  S u b s i d i a r i e s ^
R e s u l t s  o f  O p e r a t i o n s  
For  t h e  Year Ended May 31, 1963
SALE OF PRODUCTS AND SERVICES $ 5 3 2 ,9 4 6 ,0 0 4
COSTS:
C os t  o f  p r o d u c t s  and s e r v i c e s  s o l d ,
e x c l u s i v e  o f  i t e m s  shown b e lo w  .................................................  $ 3 7 3 ,8 8 6 ,5 0 3
D e p r e c i a t i o n  ..................................................................................................  7 , 3 2 4 , 4 0 6
I n t e r e s t  .............................................................................................  . . .  2 , 2 5 8 ,3 0 7
C o n t r i b u t i o n s  t o  e m p lo y e e s '  r e t i r e m e n t  p l a n  ....................  2 ,3 2 1 ,3 3 7
P r o f i t  s h a r i n g  d i s t r i b u t i o n  ...........................................................  1 , 0 3 2 ,3 0 0
S e l l i n g ,  g e n e r a l  and a d m i n i s t r a t i v e  e x p e n s e s  ....................  1 0 8 ,1 4 5 ,9 5 5
F e d e r a l  t a x e s  on income ..................................................................... 1 4 ,0 6 5 ,0 0 0
T o t a l  c o s t s  $ 5 0 9 ,0 3 3 ,8 0 8
EARNINGS FOR THE YEAR........................................................................................ $ 1 4 ,9 1 2 ,1 9 6
A more r e c e n t  w r i t e r ,  H. W. K u l l ,  a l s o  w r o t e  a g a i n s t  f e a t u r i n g  
income t a x e s  a s  t h e  l a s t  and s e p a r a t e  d e d u c t i o n  from income, b u t  on 
d i f f e r e n t  g ro u n d s  th a n  t h a t  o f  P a t o n .  K u l l  f e l t  t h a t  showing t h e  
income t a x  a s  a s e p a r a t e  d e d u c t i o n  seems to  i n v i t e  undue a t t e n t i o n  to  
t h i s  one t y p e  o f  t a x ;  t h u s ,  t h e  i d e a  i s  s t r e n g t h e n e d  t h a t  t h e  income 
t a x  i s  g o v e r n m e n t ' s  p r i n c i p a l  means o f  s h a r i n g  i n  c o r p o r a t e  p r o f i t s .
He would l i k e  to  show th e  g o v e r n m e n t ' s  " t o t a l  t a k e "  in  t h e  d i s t r i b u t i o n  
o f  c o r p o r a t e  g r o s s  r e v e n u e s ,  i n c l u d i n g  e x c i s e  and p r o p e r t y  t a x e s ,  by 
lum ping  a l l  t a x e s  t o g e t h e r  and showing a s  th e  r e s u l t  a d e d u c t i o n  
a l o n g  w i t h  o t h e r  c o s t s . ^  T h i s  p r o c e d u r e  i s  i l l u s t r a t e d  in  E x h i b i t  4 .
^ G e n e r a l  M i l l s ,  Annual  R e p o r t , 1963,  p .  10.
^ H ,  w. K u l l ,  " R e p o r t i n g  o f  Taxes  i n  Annual  R e p o r t s , "  The 
C o n t r o l l e r , XXVII (November,  1 9 5 9 ) ,  506 .
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EXHIBIT 4
The S t a n d a r d  O i l  Company and S u b s i d i a r i e s ^  
C o n s o l i d a t e d  Income S t a t e m e n t  
For  Year  Ended December 31,  1963
TOTAL INCOME ....................................................................................................... $ 5 0 7 ,0 9 8 ,8 6 9
COSTS AND EXPENSES ........................................................................................
M a t e r i a l s ,  m e r c h a n d i s e ,  o p e r a t i n g  and
o t h e r  e x p e n s e s ..................................  $ 3 2 4 ,6 7 8 ,6 5 2
S a l a r i e s ,  w ages ,  and e m p lo y e e s '  b e n e f i t s  ...................... 8 0 ,6 9 7 ,8 9 6
Taxes  and o t h e r  payments  t o  g o v e rn m e n ts  .........................  3 3 ,7 8 5 ,5 7 5
D e p r e c i a t i o n  o f  f a c i l i t i e s ...........................................................  1 9 ,6 3 8 ,8 6 1
D e p l e t i o n  o f  o i l  and g a s  p r o d u c i n g
p r o p e r t i e s .............................................................................................  5 ,3 3 3 ,4 3 5
N o n p r o d u c t iv e  w e l l s  and s u r r e n d e r e d
m i n e r a l  l e a s e s ...................................................................................  7 ,4 7 4 ,3 0 6
D e b e n tu r e  and o t h e r  i n t e r e s t ......................................................  1, 603 ,527
$ 4 7 3 ,2 1 2 ,2 5 2
NET INCOME ............................................................................................................ $ 3 3 .8 8 6 ,6 1 7
I n t r a p e r i o d  Tax A l l o c a t i o n
A l l o c a t i o n  p r o c e d u r e s . F r e q u e n t l y ,  b o th  norm a l  and e x t r a o r d i n a r y  
t r a n s a c t i o n s  e n t e r  i n t o  t h e  c a l c u l a t i o n  o f  t h e  income t a x e s .  Where 
t h e  e x t r a o r d i n a r y  i t e m s  a r e  o f  a m a t e r i a l  amount,  A c c o u n t in g  R e s e a r c h  
B u l l e t i n  No. 43 recommends t h e  a l l o c a t i o n  o f  t h e  t a x e s  b e tw een  income 
from norm al  o p e r a t i o n s  and t h e  e x t r a o r d i n a r y  i t e m s .  Thus ,  t h e  amount 
d e d u c t e d  i n  t h e  income s t a t e m e n t  a s  F e d e r a l  Income Tax Expense  s h o u ld  
be  t h e  amount which  would have  b e e n  a c c r u e d  w i t h o u t  t h e  s p e c i a l  i t e m s , ^  
The amount o f  t a x e s  a s s i g n a b l e  t o  e x t r a o r d i n a r y  i t e m s  i s  t h e  d i f f e r ­
ence  b e tw een  t h e  f u l l  amount o f  t h e  t a x e s  a c c r u e d  and t h e  amount
^*>The S t a n d a r d  O i l  Company (An Ohio C o r p o r a t i o n )  , Annual  R e p o r t , 
1963,  p.  22.
^ A m e r i c a n  I n s t i t u t e  o f  A c c o u n t a n t s ,  Commit tee  on A c c o u n t in g  P r o ­
c e d u r e ,  " R e s t a t e m e n t  and R e v i s i o n  o f  A c c o u n t in g  R e s e a r c h  B u l l e t i n s , "  
o p . c i t . , pp.  8 8 - 8 9 .
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r e l a t e d  t o  normal  t r a n s a c t i o n s . ^ ®  As t h i s  p r o c e d u r e  a l l o c a t e s  w i t h i n  
t h e  p e r i o d  t h e  t o t a l  amount o f  income t a x e s  e s t i m a t e d  t o  be p a y a b l e  
f o r  t h e  p e r i o d ,  i t  i s  r e f e r r e d  to  a s  i n t r a p e r i o d  income t a x  a l l o c a t i o n .
In  a s s i g n i n g  t h e  t a x  r e l a t e d  t o  e x t r a o r d i n a r y  i t e m s ,  i t  d o e s  n o t  
seem f e a s i b l e  o r  even  t h a t  any a d v a n t a g e  would be g a in e d  by d e t e r m i n i n g  
th e  t a x  e f f e c t  a t t r i b u t a b l e  t o  e v e r y  s e p a r a t e  e x t r a o r d i n a r y  i t e m .  I t  
h a s  b e e n  p o i n t e d  o u t ,  how ever ,  t h a t  " t h e  a l l o c a t i o n  o f  t h e  t a x  p ro ­
v i s i o n  i s  made on t h e  a s s u m p t io n  t h a t  t h e  e x t r a o r d i n a r y  i t e m  i s  a s s i g n e d
49to  t h e  h i g h e s t  t a x  b r a c k e t . "  But y e t ,  i f  t h e r e  were  two o r  more 
e x t r a o r d i n a r y  i t e m s  i n v o l v e d ,  a p r o - r a t a  a l l o c a t i o n  may be  more 
a p p r o p r i a t e  t h a n  t h e  p r o c e d u r e s  recommended by t h e  C o m m i t t e e . ^
When t h e  form o f  t h e  income s t a t e m e n t  i s  u sed  which  r e p o r t s  
e x t r a o r d i n a r y  t r a n s a c t i o n s  a f t e r  t h e  n o rm a l  and r e c u r r i n g  i t e m s ,  t h e  
a l l - i n c l u s i v e  income s t a t e m e n t ,  t h e  t a x  a l l o c a t i o n  a s  o u t l i n e d  h e r e  
a f f e c t s  o n l y  s e c t i o n s  on t h e  income s t a t e m e n t .  I f  on t h e  o t h e r  hand ,  
u n u s u a l  n o n r e c u r r i n g  i t e m s  a r e  r e p o r t e d  i n  th e  s t a t e m e n t  o f  r e t a i n e d  
e a r n i n g s ,  t h e  c u r r e n t  o p e r a t i n g  p e r f o r m a n c e  income s t a t e m e n t  r e s u l t i n g ,
^®The d i s c l o s u r e  o f  t h e  e f f e c t  on income t a x e s  o f  an u n u s u a l  i t e m  
o f  r e v e n u e  o r  e x p e n s e ,  whenever  t h e  e f f e c t  i s  m a t e r i a l ,  i s  a l s o  
s u p p o r t e d  by t h e  AAA. See A merican  A c c o u n t in g  A s s o c i a t i o n ,  E x e c u t i v e  
Com m it tee ,  " A c c o u n t in g  C oncep ts  and S t a n d a r d s  U n d e r l y i n g  C o r p o r a t e  
F i n a n c i a l  S t a t e m e n t s - - 1948 R e v i s i o n , "  A c c o u n t i n g  and R e p o r t i n g  S t a n d a r d s  
f o r  C o r p o r a t e  F i n a n c i a l  S t a t e m e n t s  and P r e c e d i n g  S t a t e m e n t s  and S u p p le ­
men ts  (Columbus,  O h io :  A m er ican  A c c o u n t in g  A s s o c i a t i o n ,  19 5 7 ) ,  p .  17.
^ N e w  J e r s e y  S o c i e t y  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s  Commit tee 
on A c c o u n t in g  P r i n c i p l e s  and P r a c t i c e ,  "Comment on 'A c c o u n t i n g  f o r  
Income T a x e s , " '  The J o u r n a l  o f  A c c o u n t a n c y , LXXIX (March,  1 9 4 5 ) ,  238.
50lbid., p. 239.
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t h e n  t a x  a l l o c a t i o n  a f f e c t s  b o th  t h e  income s t a t e m e n t  and s t a t e m e n t  o f  
r e t a i n e d  e a r n i n g s  a s  th e  t a x  e f f e c t s  s h o u ld  f o l l o w  t h e  e x t r a o r d i n a r y  
i t e m s .  In  e i t h e r  c a s e ,  most a c c o u n t a n t s  recommend r e p o r t i n g  on th e  
income s t a t e m e n t  t h e  a c t u a l  amount o f  t h e  income t a x e s  f o r  t h e  p e r i o d  
t o g e t h e r  w i t h  t h e  amount o f  th e  a d j u s t m e n t  r e l a t i n g  to  t h e  s p e c i a l
C 1
e x t r a o r d i n a r y  i t e m s .
Use o f  f o o t n o t e s . An a l t e r n a t i v e  t o  t h e  p r o c e d u r e  o f  r e f l e c t i n g  
t h e  amount o f  t h e  t a x  a l l o c a t i o n  w i t h i n  t h e  s t a t e m e n t s  i s  t o  d e a l  w i t h  
t h e  t a x  s i t u a t i o n  in  f o o t n o t e s .  As George 0 .  May p o i n t e d  o u t ,  however ,  
w h i l e  such  an a l t e r n a t i v e  may be a d e q u a t e  f o r  t h e  i n v e s t m e n t  a n a l y s t ,  i t  
may be i n a d e q u a t e  f o r  th e  s m a l l  i n v e s t o r  who i s  l i k e l y  to  r e l y  on 
summaries  o f  f i n a n c i a l  s t a t e m e n t s  i n  which  f o o t n o t e s  a r e  n o t  r e f l e c t e d .  
The s t a t e m e n t  p r e s e n t a t i o n  would be f a r  more i l l u m i n a t i n g  th a n  a
C ^
t e c h n i c a l  f o o t n o t e  e x p l a n a t i o n  t o  such a u s e r  o f  f i n a n c i a l  r e p o r t s . "
I l l u s t r a t i o n s  o f  i n t r a p e r i o d  t a x  a l l o c a t i o n . T a b l e  I  r e f l e c t s  
t h e  method used  f o r  r e p o r t i n g  t h e  i n t r a p e r i o d  a l l o c a t i o n  o f  income 
t a x e s  by 124 f i r m s  which e x p e r i e n c e d  e x t r a o r d i n a r y  t r a n s a c t i o n s  d u r i n g  
1962. A l l  b u t  t e n  r e f l e c t e d  t h e  amount o f  t h e  t a x  e f f e c t  o f  t h e  
e x t r a o r d i n a r y  i t e m  w i t h i n  t h e  s t a t e m e n t s .  F i v e  c h o se  f o o t n o t e s  a s  an 
a l t e r n a t i v e  and f i v e  r e l e g a t e d  such  i n f o r m a t i o n  to  t h e  s t o c k h o l d e r s '  
l e t t e r .
^ R o b e r t  L. C a r r ,  " A l l o c a t i o n  o f  F e d e r a l  Income T ax - -R ev iew  and 
E x p l a n a t i o n , "  N. A. A. B u l l e t i n , XLIV (December,  19 6 2 ) ,  6 .
^ G e o r g e  o .  May, "Income Taxes  and I n t a n g i b l e s :  Two S i g n i f i c a n t
R e s e a r c h  B u l l e t i n s , "  The J o u r n a l  o f  A c c o u n t a n c y , LXXIX ( F e b r u a r y ,  19 4 5 ) ,  
126.
TABLE I
ALLOCATION OF CURRENT INCOME TAXES— 1962 
P r e s e n t a t i o n  i n  R epor ts
With
Tax
E s t im a te
E x t r a o r d i n a r y  i t ems 
shown n e t  of  
r e l a t e d  t a x
E x t r a o r d i n a r y  i tem s  
shown in  f u l l  
amoun t
Only t a x  e f f e c t
o f  e x t r a o r d i n a r y
i tem s  shown 2
T o t a l  2
With In  In  L e t t e r
S p e c i a l  Foot-  to  Stock-
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SOURCE: American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n ta n t s ,  Accounting  Trends  & Techniques—
1963 ( s e v e n t e e n t h  e d i t i o n ;  New York: American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A ccoun tan ts
1963),  p.  181.
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The co n d en sed  income s t a t e m e n t  and s t a t e m e n t  o f  r e t a i n e d  e a r n i n g s
b u t  be tw een  s t a t e m e n t s .
EXHIBIT 5
G ulf  S t a t e s  U t i l i t i e s  Com pany^
Income S t a t e m e n t  
For  t h e  Year Ended December 31,  1963
TOTAL OPERATION REVENUES............................................................................ $ 1 1 0 ,7 7 9 ,0 5 4
OPERATING EXPENSES AND TAXES:
O p e r a t i o n  . . .  ................................................................................  $ 3 6 ,9 1 6 ,8 9 2
M a in t e n a n c e  ........................................................................................  6 , 0 1 7 , 6 9 8
D e p r e c i a t i o n  ........................................................................................  1 4 ,7 1 8 ,5 5 0
T axes— F e d e r a l  income ( e x c l u d i n g  $415,367
c h a r g e d  t o  r e t a i n e d  e a r n i n g s ) ............................................  1 3 ,1 2 2 ,2 5 6
T ax es— D e f e r r e d  F e d e r a l  i n c o m e - - n e t ...................................... 2 , 9 1 1 ,7 2 3
T a x e s - - O t h e r  ........................................................................................  8 , 4 4 5 , 8 1 9
T o t a l .................................................................................................. $ 8 2 ,1 3 2 , 9 3 8
NET OPERATION REVENUES .......................................................................... 2 8 ,6 4 6 ,1 1 6
OTHER I N C O M E .......................................................................................................  88 ,407
GROSS INCOME ..................................................................................................  $ 2 8 ,7 3 4 ,5 2 3
DEDUCTIONS FROM INCOME .......................................................................... 9 , 1 5 7 , 9 3 2
NET INCOME............................................................................................................$ 1 9 ,5 7 6 ,5 9 1
• ^ G u l f  S t a t e s  U t i l i t i e s ,  Annual  R e p o r t , 1963, p .  18.
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EXHIBIT 6
Gulf  S t a t e s  U t i l i t i e s  Company-’4 
S t a t e m e n t  o f  R e t a i n e d  E a r n i n g s  
For t h e  Year Ended December 31,  1963
BALANCE JANUARY 1 ............................................................................................. $ 4 9 ,4 8 5 ,8 3 6
ADDITIONS
Net income .................................................................................................. 1 9 ,5 7 6 ,5 9 1
Gain  on s a l e  o f  p r o p e r t i e s ,  l e s s  r e l a t e d
F e d e r a l  income t a x e s  o f  $415 ,367  ...............................................  1 ,2 0 6 ,8 0 1
T o t a l ..................................................................................................... $ 7 0 ,2 6 9 ,2 2 8
DEDUCTIONS
P r e f e r r e d  d i v i d e n d s ................................................................................. $ 2 ,4 7 3 ,7 5 6
Common d i v i d e n d s  ...................................................................................  1 1 ,6 1 8 ,5 0 4
T o t a l .................................................................................................. 1 4 ,0 9 2 ,2 6 0
BALANCE DECEMBER 31 ........................................................................................  $ 5 6 ,1 7 6 ,9 6 8
The r a t i o n a l e  o f  i n t r a p e r i o d  t a x  a l l o c a t i o n . The o b j e c t i v e  o f  
i n t r a p e r i o d  t a x  a l l o c a t i o n  i s  to  a s s o c i a t e  t h e  t a x  e f f e c t s  w i t h  t h e  
u n u s u a l  i t e m s  c a u s i n g  t h e  t a x  t o  be  d i f f e r e n t  from t h a t  computed on 
norm al  o p e r a t i o n s .  The r a t i o n a l e  o f  such  a l l o c a t i o n  p r o c e d u r e s  seems 
t o  c e n t e r  a ro u n d  p r o v i d i n g  a n e t  income from norm al  a c t i v i t i e s  which 
i s  n e i t h e r  i n f l a t e d  by a t a x  b e n e f i t  no r  d e f l a t e d  by a t a x  p e n a l t y  
a s  a r e s u l t  o f  e x t r a o r d i n a r y  i t e m s .  Thus ,  i t  i s  g e n e r a l l y  conceded  
t h a t  "N et  Income A f t e r  T a x e s " — t a x e s  on r e c u r r i n g  a c t i v i t i e s - - i s  b o t h  
a more m e a n i n g f u l  b a l a n c e  and a b a l a n c e  t h a t  e n h a n c e s  t h e  c o m p a r a b i l i t y  
w i t h  s i m i l a r  f i g u r e s  o f  p r i o r  p e r i o d s  and w i t h  o t h e r  s i m i l a r  c o m p a n i e s . ^5
54 I b i d . , p .  19.
^ R o n a l d  J .  P a t t e n ,  " I n t r a p e r i o d  Income Tax A l l o c a t i o n - - A  P r a c t i c a l  
C o n c e p t , "  The A c c o u n t in g  Rev iew , XXXIX ( O c t o b e r ,  19 6 4 ) ,  879.
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I n  t h i s  manner ,  i n t r a p e r i o d  t a x  a l l o c a t i o n  i n c r e a s e s  t h e  u t i l i t a r i a n  
v a l u e  o f  th e  income s t a t e m e n t  which  i s  t h e  p u r p o s e  o f  f i n a n c i a l  
r e p o r t i n g  in  t h e  f i r s t  p l a c e .
IV. SUMMARY
An i n q u i r y  i n t o  t h e  a c c o u n t i n g  and economic  n a t u r e  o f  t h e  c o r p o r ­
a t e  income t a x  c h a r g e  p o i n t s  to  t h e  a p p r o p r i a t e  t r e a t m e n t  o f  such 
c h a r g e s  f o r  f i n a n c i a l  r e p o r t i n g  p u r p o s e s .
Two v i e w p o i n t s  have  b e en  e x p r e s s e d  by a c c o u n t a n t s  a s  t o  th e  
n a t u r e  o f  t h e  income t a x  c h a r g e .  One p o s i t i o n  h o l d s  t h a t  t h e  c o r p o r ­
a t e  t a x  c h a r g e  i s  a d i s t r i b u t i o n  o f  p r o f i t .  The o p p o s in g  v i e w p o i n t  
h o l d s  t h a t  income t a x e s  a r e  an e x p e n s e .  A c a r e f u l  a n a l y s i s  o f  th e  
a rg u m e n ts  which a r e  p r e s e n t e d  i n  s u p p o r t  o f  b o th  p o s i t i o n s  r e v e a l s  
t h a t  t h e  o n l y  c o n c l u s i o n  c o n s i s t e n t  w i th  e x i s t i n g  a c c o u n t i n g  t h e o r y  
h o l d s  t h a t  t h e  a n n u a l  c o r p o r a t e  income t a x  c h a r g e  i s  a c o s t  to  th e  
b u s i n e s s  and s h o u ld  be  t r e a t e d  a s  a r e v e n u e  d e d u c t i o n .
L i k e w i s e ,  an e x a m i n a t i o n  o f  t h e  economic  n a t u r e  o f  t h e  c o r p o r a t e  
income t a x  c h a r g e  r e v e a l s  t h a t  t h e  o n ly  p o s i t i o n  which i s  c o n s i s t e n t  
w i t h  c o n te m p o r a r y  economic  a n a l y s i s  h o l d s  t h a t  t h e  income t a x  c h a r g e  
i s  a b u s i n e s s  c o s t .  The t a x  b a s e  i s ,  however ,  " a c c o u n t i n g "  p r o f i t s  
r a t h e r  th a n  " eco n o m ic"  p r o f i t s .  E c o n o m is t s  g e n e r a l l y  h o l d  t h a t  t h e  
c o r p o r a t e  income t a x  i s  n o t  s h i f t e d  i n  t h e  s h o r t  r u n ,  meaning t h a t  t h e  
s t o c k h o l d e r s  must  b e a r  t h e  b u r d e n  o f  h i g h e r  t a x e s  o r  e n j o y  t h e  r e w a r d s  
o f  lower  r a t e s .  On t h e  o t h e r  h an d ,  w h i l e  t h e r e  i s  some d i f f e r e n c e  o f  
o p i n i o n ,  many e c o n o m i s t s  do h o ld  t h a t  t h e  c o r p o r a t e  income t a x  i s
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s h i f t e d  i n  t h e  long  r u n .  These c o n c l u s i o n s  imply  t h a t  any b a l a n c e  
s h e e t  t a x  a c c o u n t — one t h a t  i s  a c c u m u la t e d  ove r  s e v e r a l  a c c o u n t i n g  
p e r i o d s — s h o u ld  be a d j u s t e d  whenever  t h e  c o r p o r a t e  t a x  r a t e  c h a n g e s .
S in c e  an e x a m i n a t i o n  o f  t h e  a c c o u n t i n g  and economic n a t u r e  o f  t h e  
c o r p o r a t e  income t a x  r e v e a l s  t h a t  i t  i s  a c o s t ,  t h e n  i t  f o l l o w s  t h a t  
such  a c h a r g e  s h o u ld  be r e f l e c t e d  a s  a r e v e n u e  d e d u c t i o n  i n  d e t e r m i n i n g  
t h e  n e t  income f i g u r e  on th e  income s t a t e m e n t .  Even h e r e  t h e r e  i s  a 
d i v e r s i o n  o f  o p i n i o n  a s  t o  w h e th e r  t h e  income t a x  c h a r g e  s h o u ld  be 
shown a s  a s e p a r a t e  and l a s t  d e d u c t i o n  o r  s h o u ld  be s im p ly  i n c l u d e d  
i n  t h e  l i s t  o f  o t h e r  c o s t s .  The l a t t e r  a l t e r n a t i v e  seems t o  be 
r e c e i v i n g  more a t t e n t i o n  i n  r e c e n t  a n n u a l  r e p o r t s .
While  d i s a g r e e i n g  on many o t h e r  i s s u e s ,  a c c o u n t a n t s  a l m o s t  w i t h ­
o u t  e x c e p t i o n  f a v o r  i n t r a p e r i o d  t a x  a l l o c a t i o n .  T h a t  i s ,  t h e  r e p o r t e d  
n e t  income f i g u r e  sh o u ld  o n ly  b e a r  t h e  b u r d e n  o f  t h e  c u r r e n t  income 
t a x  c h a r g e  r e l a t e d  to  norm al  a c t i v i t i e s  and any t a x e s  o r  r e d u c t i o n  in  
t a x e s  a t t r i b u t a b l e  t o  e x t r a o r d i n a r y  i t e m s  sh o u ld  be a s s i g n e d  t h e r e t o .  
I n t r a p e r i o d  t a x  a l l o c a t i o n  o f t e n  a r i s e s  when book income and t a x  
r e t u r n  income a r e  d i f f e r e n t  b e c a u s e  o f  s p e c i a l  t r e a t m e n t  o f  c e r t a i n  
t r a n s a c t i o n s  f o r  t a x  p u r p o s e s  which  i s  q u i t e  d i f f e r e n t  from t h a t  
a c c o r d e d  t h e  same t r a n s a c t i o n s  f o r  f i n a n c i a l  r e p o r t i n g .
A second m a jo r  f a c t o r  g i v i n g  r i s e  t o  d i f f e r e n c e s  b e tw een  book 
income and t a x  r e t u r n  income r e s u l t s  from t h e  t i m i n g  o f  r e v e n u e  and 
e x p e n s e  r e c o g n i t i o n .  A c c o u n t in g  f o r  d i f f e r e n c e s  i n  t i m i n g  r e s u l t s  
i n  i n t e r p e r i o d  t a x  a l l o c a t i o n ,  t h e  s u b j e c t  o f  t h e  n e x t  c h a p t e r .
CHAPTER IV
THE THEORY OF INTERPERIOD TAX ALLOCATION
As i n t e r p e r i o d  t a x  a l l o c a t i o n  a f f e c t s  t h e  amount o f  r e p o r t e d  
income be tw een  y e a r s ,  i t s  employment has  p rovoked  s e r i o u s  c o n s i d e r ­
a t i o n  by a c c o u n t a n t s .  By th e  same to k e n ,  p r o b a b l y  no o t h e r  s i n g l e  
i s s u e  a r i s i n g  in  r e c e n t  a c c o u n t i n g  d i s c u s s i o n s  h a s  a r o u s e d  a s  g r e a t  
o f  a c o n t r o v e r s y ,  i f  th e  w r i t i n g s  on t h e  s u b j e c t  can be  ta k e n  a s  any 
i n d i c a t i o n ,  a s  h a s  t h e  p r o p e r  a c c o u n t i n g  f o r  d i f f e r e n c e s  i n  t h e  t im in g  
o f  c h a r g e s  to  income f o r  income t a x e s .  T h i s  c o n c e r n  o f  th e  a c c o u n t i n g  
p r o f e s s i o n  i s  j u s t i f i e d  b e c a u s e  o f  t h e  s u b s t a n t i a l  im p ac t  o f  i n t e r ­
p e r i o d  t a x  a l l o c a t i o n  on r e p o r t e d  f i n a n c i a l  r e s u l t s .
On t h e  one h an d ,  r e g a r d l e s s  o f  w h e th e r  or  n o t  income t a x e s  a r e  
a l l o c a t e d  b e tw een  a c c o u n t s  o f  t h e  same a c c o u n t i n g  p e r i o d - - i n t e r p e r i o d  
t a x  a l l o c a t i o n - - t h e  b a l a n c e  o f  r e t a i n e d  e a r n i n g s  i s  t h e  same. On 
t h e  o t h e r  h an d ,  w i th  i n t e r p e r i o d  t a x  a l l o c a t i o n  b o t h  t h e  amount of  
n e t  income f o r  th e  p e r i o d  a s  w e l l  a s  t h e  b a l a n c e  o f  r e t a i n e d  e a r n i n g s  
a t  t h e  end o f  a g i v e n  a c c o u n t i n g  p e r i o d  a r e  c h an g ed .
A. THE NATURE OF THE PROBLEM
S i t u a t i o n s  g i v i n g  r i s e  t o  d i f f e r e n c e s  i n  t i m i n g  and h e n ce  c o n s i d ­
e r a t i o n  o f  i n t e r p e r i o d  t a x  a l l o c a t i o n ,  a r e  numerous  and p r e v a d e  many
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a r e a s  o f  a c c o u n t i n g  p r a c t i c e .  T h e re  a r e  many s i t u a t i o n s  which may 
c a u s e  t h e  t a x a b l e  income to  exceed  i n i t i a l l y  t h e  a c c o u n t i n g  income 
and a l s o  s e v e r a l  c a s e s  o f  where  t h e  a c c o u n t i n g  income i n i t i a l l y  e x c e e d s  
t h e  t a x a b l e  income.
When T a x a b le  Income Exceeds  A c c o u n t in g  Income
T h e re  a r e  two c l a s s e s  o f  c i r c u m s t a n c e s  which  c a u s e  t a x a b l e  income 
t o  exceed  a c c o u n t i n g  income in  a g i v e n  f i s c a l  p e r i o d .  F i r s t ,  r e v e n u e  
may be  d e f e r r e d  f o r  f i n a n c i a l  r e p o r t i n g  p u r p o s e s  b u t  be  c u r r e n t l y  
r e c o g n i z e d  f o r  t a x  p u r p o s e s .  For  exam ple ,  i n  c e r t a i n  i n s t a n c e s  t h e  
I n t e r n a l  Revenue r e q u i r e s  th e  i n c l u s i o n  o f  p r e p a i d  r e v e n u e  in  t h e  
income t a x  r e t u r n  when such  r e v e n u e  i s  r e c e i v e d  d e s p i t e  t h e  f a c t  t h a t  
such  r e v e n u e  i s  n o t  e a r n e d  u n t i l  s u b s e q u e n t  p e r i o d s .  A c c u r a l  a c c o u n t i n g  
more r e a l i s t i c a l l y  recommends h o l d i n g  su ch  u n e a r n e d  r e v e n u e  in  a b ey a n c e  
on th e  b a l a n c e  s h e e t  u n t i l  t h e  s e r v i c e  o r  goods  a r e  r e n d e r e d  o r  d e l i v ­
e r e d .  At t h a t  t im e  t h e  r e v e n u e  would be  r e c o g n i z e d  on t h e  income 
s t a t e m e n t  i r r e s p e c t i v e  o f  th e  f a c t  t h a t  t h e  money was r e c e i v e d  in  
e a r l i e r  p e r i o d s . ^  Examples  where  p r e p a i d  r e v e n u e  i s  r e c o g n i z e d  f o r
^See A merican  I n s t i t u t e  o f  A c c o u n t a n t s ,  Commit tee  on A c c o u n t in g  
P r o c e d u r e ,  " R e s t a t e m e n t  and R e v i s i o n  o f  A c c o u n t i n g  R e s e a r c h  B u l l e t i n s , "  
A c c o u n t in g  R e s e a r c h  B u l l e t i n  No. 43 (New York :  A m er ican  I n s t i t u t e  o f
A c c o u n t a n t s ,  1 9 5 3 ) ,  p .  88 r e p r i n t e d  i n  A m er ican  I n s t i t u t e  o f  C e r t i f i e d  
P u b l i c  A c c o u n t a n t s ,  A c c o u n t in g  R e s e a r c h  and T e rm in o lo g y  B u l l e t i n s  
( f i n a l  e d i t i o n ;  New York:  A mer ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c
A c c o u n t a n t s ,  19 6 1 ) .
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t a x  p u r p o s e s  in  t h e  p e r i o d  o f  r e c e i p t  i n c l u d e  r e n t ,  d a n c i n g  l e s s o n  
f e e s ,  a u t o m o b i l e  c l u b  d u e s ,  and g u a r a n t e e  c o n t r a c t s . 2
The second  c l a s s  o f  c i r c u m s t a n c e s  which  c a u s e s  t a x a b l e  income 
t o  be g r e a t e r  th a n  a c c o u n t i n g  income i s  where  t h e  a c c o u n t i n g  d e d u c ­
t i o n s  o f  a g i v e n  p e r i o d  exceed  t h e  c o r r e s p o n d i n g  d e d u c t i o n s  f o r  t a x  
p u r p o s e s .  A c c o u n t in g  f o r  w a r r a n t y  e x p e n s e s  e x e m p l i f i e s  t h i s  s i t u a t i o n .  
A c c r u a l  a c c o u n t i n g  r e c o g n i z e s  a s  a d e d u c t i o n  an e s t i m a t e d  amount o f  
e x p e n s e s  o f  f u t u r e  p e r i o d s  b e f o r e  t h e  a c t u a l  e x p e n s e  i s  i n c u r r e d .  On 
t h e  o t h e r  hand ,  t a x  a c c o u n t i n g  o n l y  a l l o w s  a d e d u c t i o n  f o r  w a r r a n t y  
e x p e n s e s  when th e  e x p e n s e  i s  a c t u a l l y  i n c u r r e d .  Thus ,  u s u a l l y  
w a r r a n t y  e x p e n s e  d e d u c t i o n s  a r e  r e c o g n i z e d  i n  t h e  f i n a n c i a l  s t a t e m e n t s  
i n  ad v an ce  o f  t h e i r  a p p e a r a n c e  on th e  t a x  r e t u r n .
A s i m i l a r  c a s e  a r i s e s  i n  t h e  a m o r t i z a t i o n  o f  i n i t i a l  o r g a n i z a t i o n  
c o s t s  f o r  a c c o u n t i n g  p u r p o s e s  i n  a t im e  p e r i o d  l e s s  t h a n  t h a t  a l l o w ­
a b l e  f o r  t a x  p u r p o s e s .  A c c o u n t in g  f o r  c e r t a i n  e x p e r i m e n t a l  and 
r e s e a r c h  e x p e n d i t u r e s  may g i v e  r i s e  to  a s i m i l a r  s i t u a t i o n .
When A c c o u n t i n g  Income Exceeds  T a x a b le  Income
T h e re  a r e  a l s o  two s e t s  o f  c i r c u m s t a n c e s  which c a u s e  a c c o u n t i n g  
income to  e x ceed  i n i t i a l l y  t a x a b l e  income.  F i r s t ,  r e v e n u e  may be
^For a d i s c u s s i o n  o f  some o f  t h e s e  and o t h e r  e x a m p le s ,  i n c l u d i n g  
t h e  r e l e v a n t  m a jo r  c o u r t  d e c i s i o n s ,  w h ich  h ave  c a u s e d  t h e  t a x  law to  
f l y  i n  t h e  f a c e  o f  sound a c c o u n t i n g  i n  t h e  a r e a  o f  p r e p a i d  r e v e n u e ,  
s ee  Doyle  Z. W i l l i a m s ,  "The A p p l i c a t i o n  o f  t h e  Cla im o f  R i g h t  D o c t r i n e  
t o  P r e p a i d  In c o m e ,"  The L o u i s i a n a  C e r t i f i e d  Pub1ic  A c c o u n t a n t , XXIII 
( O c t o b e r ,  19 6 3 ) ,  4 8 - 6 1 .
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r e c o g n i z e d  f o r  f i n a n c i a l  a c c o u n t i n g  p u r p o s e s  in  one p e r i o d  w h i l e  the
same r e v e n u e  may be  d e f e r r e d  to  l a t e r  y e a r s  f o r  t a x  p u r p o s e s .  A
t y p i c a l  example  o f  t h i s  s i t u a t i o n  i s  where  a l o n g - t e r m  c o n s t r u c t i o n
c o n t r a c t o r  u s e s  t h e  p e r c e n t a g e - o f - c o m p l e t i o n  method f o r  a c c o u n t i n g  
3
p u r p o s e s  w h i l e  t h e  c o m p l e t e d - c o n t r a c t  method i s  employed f o r  t a x  
p u r p o s e s .  A n o th e r  example  i s  t h e  r e c o g n i t i o n  by some f i n a n c e  com­
p a n i e s  o f  an i n c r e a s e  i n  t h e  m a r k e t  v a l u e  o f  c e r t a i n  s e c u r i t i e s  f o r  
a c c o u n t i n g  p u r p o s e s  even though  n o t  r e c o g n i z e d  f o r  t a x  p u r p o s e s  u n t i l  
t h e  p e r i o d  o f  s a l e .  Ore o t h e r  example  o f  t h i s  s i t u a t i o n  i s  when an 
e n t e r p r i s e  u s e s  t h e  c a s h - b a s i s  o f  r e p o r t i n g  f o r  t a x  p u r p o s e s  and t h e  
a c c r u a l  b a s i s  o f  a c c o u n t i n g  f o r  f i n a n c i a l  r e p o r t i n g  p u r p o s e s  where  
t h e  a c c r u e d  r e c e i v a b l e s  exceed  t h e  a c c r u e d  p a y a b l e s .
The second  c l a s s  o f  c i r c u m s t a n c e s  r e s u l t i n g  i n  t h e  a c c o u n t i n g  
income b e i n g  g r e a t e r  t h a n  t h e  t a x a b l e  income i s  where  c e r t a i n  e x p e n s e s  
a r e  d e f e r r e d  f o r  f i n a n c i a l  a c c o u n t i n g  p u r p o s e s  b u t  a r e  c u r r e n t l y  
r e c o g n i z e d  f o r  t a x  p u r p o s e s .  Examples  i n c l u d e  u n a m o r t i z e d  d i s c o u n t
on bonds  r e f u n d e d  c h a r g e d  o f f  im m e d i a t e l y  f o r  t a x  p u r p o s e s  b u t  w r i t t e n
o f f  f o r  f i n a n c i a l  a c c o u n t i n g  p u r p o s e s  o v e r  t h e  r e m a i n i n g  l i f e  o f  t h e  
r e t i r e d  i s s u e , ^  and c o s t s  f o r  p e n s i o n  p l a n s  which  a r e  d e d u c t e d  in
Recommended i n  A mer ican  I n s t i t u t e  o f  A c c o u n t a n t s ,  Committee  on 
A c c o u n t i n g  P r o c e d u r e ,  " L o n g - t e rm  C o n s t r u c t i o n - t y p e  C o n t r a c t s , "  A c c o u n t in g  
R e s e a r c h  B u l l e t i n  No. 45 (New Y ork :  A mer ican  I n s t i t u t e  o f  A c c o u n t a n t s ,
1 9 5 5 ) ,  p .  7 r e p r i n t e d  i n  A m er ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c co u n t ­
a n t s ,  A c c o u n t in g  R e s e a r c h  and T e rm in o lo g y  B u l l e t i n s  ( f i n a l  e d i t i o n ;  New
Y ork :  A m er ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  19 6 1 ) .
^S ee  A merican  I n s t i t u t e  o f  A c c o u n t a n t s ,  Committee  on A c c o u n t in g  
P r o c e d u r e ,  " R e s t a t e m e n t  and R e v i s i o n  o f  A c c o u n t in g  R e s e a r c h  B u l l e t i n s , "  
o p . c i t . ,  C h a p te r  XV.
72
d i f f e r e n t  y e a r s  f o r  t a x  and r e p o r t i n g  p u r p o s e s . 5 The u se  o f  emergency 
a m o r t i z a t i o n ^  o r  a c c e l e r a t e d  d e p r e c i a t i o n ?  o f  c e r t a i n  f i x e d  a s s e t s  f o r  
t a x  p u r p o s e s  b u t  a s lo w e r  w r i t e - o f f  f o r  f i n a n c i a l  a c c o u n t i n g  p u r p o s e s  
u s u a l l y  c a u s e s  t h e  g r e a t e s t  and most common d i f f e r e n c e  i n  f i n a n c i a l  
a c c o u n t i n g  income b e f o r e  t a x e s  and t a x a b l e  income.
I l l u s t r a t i o n s  o f  t h e  Im pac t  o f  Timing D i f f e r e n c e s  on R e p o r ted  Income
With a l l  o f  t h e  s i t u a t i o n s  o u t l i n e d  above ,  a s  w e l l  a s  many o t h e r s ,  
w hich  c a u s e  a d i f f e r e n c e  i n  t h e  t i m i n g  o f  r e c o g n i t i o n  o f  c e r t a i n  i t e m s  
f o r  f i n a n c i a l  r e p o r t i n g  p u r p o s e s  and t a x  p u r p o s e s ,  t h e  q u e s t i o n  o f  
i n t e r p e r i o d  t a x  a l l o c a t i o n  a r i s e s .  The f o l l o w i n g  i l l u s t r a t i o n s  w i l l  
s e r v e  to  p o i n t  up t h e  im p a c t  o f  such  p r o c e d u r e s  on t h e  r e p o r t e d  income 
o f  a f i r m .
T a x a b le  income more t h a n  book incom e . The f i r s t  i l l u s t r a t i o n  
p r e s e n t s  t h e  s i t u a t i o n  which  a r i s e s  when t a x a b l e  income i n i t i a l l y  e x c e e d s  
a c c o u n t i n g  income. Assume t h a t  i n  J a n u a r y  o f  Year I  a f i r m  r e c e i v e s  a 
t h r e e  y e a r  r e n t a l  f e e  o f  $ 6 0 ,0 0 0 .  For t a x  p u r p o s e s ,  t h e  e n t i r e  amount
-’See John  V. P e l t ,  "Method o f  A c c o u n t in g  f o r  a P e n s i o n  P l a n , "
The C o n t r o l l e r , XXI (May, 1 9 5 3 ) ,  2 1 1 -2 1 3 ,  234.
^Recommended i n  A merican  I n s t i t u t e  o f  A c c o u n t a n t s ,  Commit tee  on 
A c c o u n t i n g  P r o c e d u r e ,  " R e s t a t e m e n t  and R e v i s i o n  o f  A c c o u n t in g  R es e a r c h  
B u l l e t i n s , "  c i t . , p .  78.
^Recommended in  A merican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  
Commit tee  on A c c o u n t in g  P r o c e d u r e ,  " D e c l i n i n g - b a l a n c e  D e p r e c i a t i o n , "  
A c c o u n t i n g  R e s e a r c h  B u l l e t i n  No. 44 (R e v i s e d )  (New York:  American
I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  1 9 5 8 ) ,  p p .  1-A -  6-A r e p r i n t e d  
i n  A mer ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  A c c o u n t in g  
R e s e a r c h  and T e rm in o lo g y  B u l l e t i n s  ( f i n a l  e d i t i o n ;  New York:  American
I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  19 6 1 ) .
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must be  i n c l u d e d  in  r e v e n u e  when r e c e i v e d .  For f i n a n c i a l  a c c o u n t i n g  
p u r p o s e s ,  t h e  $ 6 0 ,0 0 0  i s  r e c o g n i z e d  on th e  income s t a t e m e n t  r a t a b l y  
o v e r  t h e  t h r e e  y e a r  p e r i o d ,  o r  a t  t h e  r a t e  o f  $2 0 ,0 0 0  p e r  y e a r .  Assume 
t h a t  a l l  o t h e r  r e v e n u e  d u r i n g  each  o f  t h e  t h r e e  y e a r s  f o r  th e  f i r m  
amounts  to  $ 1 2 0 ,0 0 0  p e r  y e a r  and t h a t  e x p e n s e s  t o t a l  $5 0 ,0 0 0  p e r  y e a r .  
F u r t h e r ,  assume an income t a x  r a t e  o f  22 p e r  c e n t  on t h e  f i r s t  $ 2 5 ,0 0 0  
o f  t a x a b l e  income and 48 p e r  c e n t  on a l l  t a x a b l e  income i n  e x c e s s  o f  
$ 2 5 ,0 0 0 .
S e c t i o n  A o f  T a b le  I I  i n d i c a t e s  t h a t  $ 5 5 ,9 0 0 ,  $2 7 ,1 0 0  and 
$ 2 7 ,1 0 0  o f  income t a x e s  would be p a y a b l e  to  t h e  I n t e r n a l  Revenue 
S e r v i c e  i n  Y e a r s  I ,  I I ,  and I I I ,  r e s p e c t i v e l y .  S e c t i o n  B o f  T a b le  I I  
i l l u s t r a t e s  t h e  amount o f  n e t  income t h a t  would be  r e p o r t e d  on t h e  
income s t a t e m e n t  i f  income t a x e s  were  n o t  a l l o c a t e d ;  t h a t  i s ,  i f  t h e  
amount o f  t a x e s  r e p o r t e d  on t h e  income s t a t e m e n t  was t h e  amount p e r  
t a x  r e t u r n  o f  e ach  r e s p e c t i v e  p e r i o d .  S e c t i o n  C r e v e a l s  t h e  amount 
o f  t h e  r e p o r t e d  income i f  income t a x e s  were  a l l o c a t e d  be tw een  p e r i o d s .  
Under income t a x  a l l o c a t i o n ,  t h e  amount o f  t h e  income t a x  e x p en se  
r e p o r t e d  on t h e  income s t a t e m e n t  i s  b a se d  upon t h e  r e p o r t e d  income 
b e f o r e  income t a x e s  o f  t h e  r e s p e c t i v e  y e a r s  ( l i n e  18 ) .
I f  t a x e s  were  a l l o c a t e d ,  t h e n ,  i n  Year I  $5 5 ,9 0 0  i n  income t a x e s  
would a c t u a l l y  be  due  f o r  t h e  c u r r e n t  p e r i o d  w h i l e  o n ly  $3 6 ,7 0 0  would 
be  r e f l e c t e d  i n  t h e  income s t a t e m e n t .  T h e r e f o r e ,  t h e  d i f f e r e n c e  o f  
$ 1 9 ,2 0 0  would be  c h a r g e d  t o  an a c c o u n t  l i k e  D e f e r r e d  Income Tax 
Expense  a s  shown i n  S e c t i o n  D o f  T a b le  I I .  For Y ears  I I  and I I I ,  t h e  
amount o f  t a x e s  p a i d  would be o n l y  $2 7 ,1 0 0  w h i l e  t h e  amount o f  t a x e s
TABLE II
ALLOCATION OF INCOME TAXES BETWEEN PERIODS— 
TAXABLE INCOME INITIALLY EXCEEDS ACCOUNTING INCOME
Line
No.











R en ta l  revenue  
Other revenue
T o t a l  r evenue  
Less  expenses
Taxable  income
Income t a x e s  (com puta t ion  
based  on l i n e  5)
R en ta l  revenue  
Other revenue  
T o t a l  revenue  
Less  expenses
Income b e f o r e  income t a x e s  
Less  income t a x e s  (pe r  tax  
r e t u r n - - l i n e  6)
Income a f t e r  income t a x e s
Taxes Per Tax Return












Year I I I






B. Repor ted  Income w i th  Taxes Not A l lo c a t e d















































Year I Year I I Year I I I
C. Repor ted Income w i th  Taxes A l l o c a t e d
R en ta l  revenue  
Other revenue
T o t a l  revenue  
Less  expenses
Income b e f o r ^  income tax es  
Income t a x e s  (com puta t ion  
based  on l i n e  18)
Income a f t e r  income tax es
Income t a x e s  pe r  t a x  r e t u r n  
( l i n e  6)
Income t a x es  pe r  income 
s t a t e m e n t  w i th  a l l o c a t i o n  
( l i n e  19)
D eb i t  ( c r e d i t )  d e f e r r e d  t a x  
accoun t  [58% ( l i n e  1 -  
l i n e  77|





















D. D efe r red  Income Tax Expense Account E n t r i e s  
$ 55 ,900 $ 27 ,100 $ 27,100
36,700 36 ,700 36,700
19,200 ( 9 ,600) ( 9 ,600)
*Tax r a t e :  F i r s t  $25,000 of t a x a b l e  income, 22% 
Above $25,000 o f  t a x a b l e  income, 48%








$ 110 ,100  
110 ,100  
-  0 -
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r e p o r t e d  in  t h e  " a l l o c a t e d "  income s t a t e m e n t  would be $ 3 6 ,700  f o r  each  
y e a r .  As a r e s u l t ,  t h e  D e f e r r e d  Income Tax Expense  a c c o u n t  would be 
drawn down by $ 9 ,6 0 0  in  Y ea rs  I I  and I I I ,  By com par ing  l i n e  13 w i t h  
l i n e  20,  which  y i e l d s  l i n e  23,  t h e  im p ac t  o f  t a x  a l l o c a t i o n  on th e  
r e p o r t e d  income f o r  e ach  p e r i o d  i s  r e v e a l e d .
Book income more t h a n  t a x a b l e  incom e . The s i t u a t i o n  o u t l i n e d  
above  r e p r e s e n t s  a c a s e  where  t a x a b l e  income i n  th e  i n i t i a l  p e r i o d  
ex ceed ed  a c c o u n t i n g  income. To i l l u s t r a t e  t h e  r e v e r s e  s i t u a t i o n - - w h e r e  
a c c o u n t i n g  income i n i t i a l l y  e x c e e d s  t a x a b l e  in co m e- -a ssu m e  t h a t  a f i r m  
h a s  income a f t e r  a l l  e x p e n s e s  e x c e p t  d e p r e c i a t i o n  and income t a x e s  
o f  $100 ,0 0 0  p e r  y e a r  f o r  t h e  p e r i o d  Year I  t h r o u g h  Year  V, i n c l u s i v e .  
Assume f u r t h e r  t h a t  t h i s  f i r m  p u r c h a s e s  a f i x e d  a s s e t  a t  t h e  b e g i n n i n g  
o f  Year I  f o r  $ 1 5 0 ,0 0 0 .  The a s s e t  h a s  an e s t i m a t e d  u s e f u l  l i f e  o f  
f i v e  y e a r s  and a t  t h e  end o f  Year V w i l l  have  no s a l v a g e  v a l u e .  The 
company a d o p t s  t h e  s u m - o f - t h e - y e a r  s '  d i g i t s  d e p r e c i a t i o n  method f o r  
income t a x  p u r p o s e s  b u t  u s e s  t h e  s t r a i g h t - l i n e  method f o r  f i n a n c i a l  
r e p o r t i n g  p u r p o s e s .
S e c t i o n  A o f  T a b le  I I I  r e f l e c t s  t h e  amount o f  t a x e s  t h a t  must  
be  p a i d  each  y e a r  by  th e  f i r m  u n d e r  t h e s e  c o n d i t i o n s .  I n  S e c t i o n  B, 
t h e  amount o f  income f o r  e a c h  y e a r  i s  shown a ssu m in g  t h a t  t h e  income 
t a x  e x p e n s e  r e p o r t e d  on t h e  income s t a t e m e n t  i s  t h e  amount o f  t a x e s  
p e r  t a x  r e t u r n ,  i .  e . , i f  t a x e s  a r e  n o t  a l l o c a t e d .  The amount o f  
incom e,  a s su m in g  t h a t  t a x e s  r e p o r t e d  on t h e  i n c o s e  s t a t e m e n t  a r e  
b a se d  upon income b e f o r e  t a x e s  r e p o r t e d  t h e r e i n  ( l i n e  12), i s  r e f l e c t e d  
i n  S e c t i o n  C o f  T ab le  I I I .  By c o m p ar in g  l i n e s  9 and 14, t h e  m a g n i tu d e
TABLE III
ALLOCATION OF INCOME TAXES BETWEEN PERIODS— 
ACCOUNTING INCOME INITIALLY EXCEEDS TAXABLE INCOME
Line
No.
Year I Year I I  Year I I I
A. Taxes Per Tax Return
Year IV Year V T o t a l
1 Income b e f o r e  d e p r e c i a t i o n
and income t a x e s
2 Less  d e p r e c i a t i o n  (sum-of-
$100,000 $100,000 $100,000 $100,000 $100,000 $500,000
y e a r s '  d i g i t s ) 50 ,000 40 ,000 30,000 20,000 10,000
3 Taxable  income 50 ,000 60,000 70,000 80,000 90,000
4 Income t a x e s *  (com puta t ion
based  on l i n e  3) 17 ,500 22,300 27,100 31,900 36,700
B. Repor ted Income w i th Taxes Not A l lo c a t e d
5 Income b e f o r e  d e p r e c i a t i o n
and income t a x e s $100,000 $100,000 $100,000 $100,000 $100,000
6 Less  d e p r e c i a t i o n
( s t r a i g h t - l i n e ) 30 ,000 30,000 30,000 30,000 30,000
7 Income b e f o r e  income t a x es 70,000 70,000 70,000 70,000 70,000
e Less income t a x e s  (p e r  t a x
r e t u r n — l i n e  4) 17,500 22,300 27,100 31,900 36,700

















Year I Year I I  Year I I I Year IV Year V
Income b e f o r e  d e p r e c i a t i o n  
and income t a x e s  
Less  d e p r e c i a t i o n  
( s t r a i g h t - l i n e )
Income b e f o r e  income t a x e s  
Less  income t a x e s
(com puta t ion  based  on 
l i n e  12)
Income a f t e r  income t a x es
C. Repor ted Income w i th  Taxes A l l o c a t e d





















D. D efe r red  Income Tax L i a b i l i t y  Account E n t r i e s
15 Income t a x e s  p e r  income
s t a t e m e n t  w i th  a l l o c a ­
t i o n  ( l i n e  13)
16 Income t a x e s  pe r  t a x  r e t u r n
( l i n e  4)
17 C r e d i t  ( d e b i t )  d e f e r r e d  t a x
account^ [48% ( l i n e  2 - 














( 4 ,800)  ( 9 ,600)








-  0 -
*Tax r a t e :  F i r s t  $25,000 o f  t a x a b l e  incomp, 22% 
Above $25,000 o f  t a x a b l e  income, 48%
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o f  th e  im pac t  o f  income t a x  a l l o c a t i o n  on t h e  r e p o r t e d  income can  be 
d e t e r m i n e d .
In  Year  I  t h e  income t a x e s  p e r  t a x  r e t u r n  amounts  t o  $ 17 ,500  
w h i l e  t h e  amount o f  t a x e s  r e p o r t e d  i n  t h e  income s t a t e m e n t  a ssum ing  
a l l o c a t i o n  i s  $ 2 7 ,1 0 0 .  The d i f f e r e n c e  o f  $ 9 ,6 0 0  must be c r e d i t e d  t o  
a b a l a n c e  s h e e t  t a x  a c c o u n t ,  l i k e  D e f e r r e d  Income Tax L i a b i l i t y  
( S e c t i o n  D o f  T a b le  I I I ) .  The c o r r e s p o n d i n g  amount f o r  Year I I  i s  
$ 4 ,8 0 0 .  For  Year I I I ,  income t a x e s  p e r  income s t a t e m e n t  and p e r  t a x  
r e t u r n  a r e  o f  t h e  same amount .  In  Y ears  IV and V, how ever ,  t h e  income 
t a x  b a se d  upon a c c o u n t i n g  income i s  e x ce e d ed  by th e  income t a x  p e r  
t a x  r e t u r n .  Thus ,  under  t a x  a l l o c a t i o n ,  t h e  D e f e r r e d  Income Tax 
L i a b i l i t y  a c c o u n t  must be r e d u c e d  by $ 4 ,8 0 0  and $ 9 ,6 0 0  in  Y e a rs  IV 
and V, r e s p e c t i v e l y .
These  two s i m p l i f i e d  i l l u s t r a t i o n s  s e r v e  t o  p o i n t  up th e  im p a c t  
o f  income t a x  a l l o c a t i o n  upon t h e  r e p o r t e d  e a r n i n g s  o f  e n t e r p r i s e s  
a s  w e l l  a s  i n d i c a t e  th e  b a s i c  a c c o u n t i n g  p r o c e d u r e s  i n v o l v e d  i n  income 
t a x  a l l o c a t i o n .  The o b v io u s  e f f e c t  o f  t a x  a l l o c a t i o n  i s  t h a t  i t  
smooths  n e t  income ( S e c t i o n  C o f  T a b l e s  I I  and I I I ) .  Thus ,  t h e  
c e n t r a l  p rob lem  o f  t a x  a l l o c a t i o n  i s  how to  d e t e r m i n e  t h e  p r o p e r  t a x  
c h a r g e  f o r  each  p e r i o d - - w h e t h e r  t h e  r e p o r t e d  t a x  e x p e n s e  s h o u ld  be  
b a se d  on b u s i n e s s  income o r  t a x a b l e  income.
B. HISTORICAL PERSPECTIVE
In  o r d e r  to  p l a c e  th e  a rg u m e n ts  which  have  been  h u r l e d  back  
and f o r t h  c o n c e r n i n g  t h e  m e r i t s  o f  i n t e r p e r i o d  t a x  a l l o c a t i o n  i n
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t h e i r  p r o p e r  p e r s p e c t i v e ,  t h e  h i g h l i g h t s  in  t h e  d e v e lo p m e n t  o f  income 
t a x  a l l o c a t i o n  a r e  f i r s t  b r i e f l y  r e v i e w e d .  Such a s u r v e y  p o i n t s  up 
t h e  c i r c u m s t a n c e s  which h ave  g i v e n  em ergence  to  i n t e r p e r i o d  t a x  
a l l o c a t i o n  a s  one o f  t h e  most c o n t r o v e r s i a l  a c c o u n t i n g  i s s u e s  to d a y .
A merican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s
Tax e f f e c t  a c c o u n t i n g  f o r  bond d i s c o u n t  a m o r t i z a t i o n . The f i r s t  
s t e p ,  which was t o  l e a d  u n s u s p e c t i n g l y  t h r e e  y e a r s  l a t e r  i n t o  a m a jo r  
c o n t r o v e r s y ,  was t a k e n  by  th e  A m er ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  
A c c o u n t a n t s  in  S e p te m b e r ,  1939 w i t h  t h e  i s s u a n c e  o f  A c c o u n t in g  R e s e a r c h  
B u l l e t i n  No. 2,  "U n am o r t i z ed  D i s c o u n t  and Redemption  Premium on 
Bonds R e f u n d e d . "  The I n s t i t u t e ' s  Commit tee  on A c c o u n t in g  P r o c e d u r e  
recommended two a l t e r n a t i v e s  f o r  d i s p o s i n g  o f  u n a m o r t i z e d  d i s c o u n t  
and  r e d e m p t i o n  premium on a r e f u n d e d  bond i s s u e :  (1) a d i r e c t  w r i t e
o f f  t o  e a r n e d  s u r p l u s ,  o r  (2) s p r e a d i n g  t h e  amount o v e r  t h e  o r i g i n a l  
l i f e  o f  t h e  r e f u n d e d  bonds .®
In  December,  1942 t h e  f i r s t  s u p p o r t  was g i v e n  f o r  t a x  a l l o c a t i o n .  
T h i s  took  t h e  fo rm  o f  A c c o u n t i n g  R e s e a r c h  B u l l e t i n  No. 18 , which  
was i s s u e d  a s  a s u p p le m e n t  t o  ARB No. 2 .  The f o l l o w i n g  s t a t e m e n t  
summed up t h e  h i s t o r i c  c o n c l u s i o n s  o f  ARB No. 18:
When u n a m o r t i z e d  d i s c o u n t  on bonds  r e f u n d e d  i s  w r i t t e n  
o f f  i n  f u l l  i n  t h e  y e a r  o f  r e f u n d i n g ,  i t  i s  sound a c c o u n t i n g
^American I n s t i t u t e  o f  A c c o u n t a n t s ,  Commit tee  on A c c o u n t i n g  P ro ­
c e d u r e ,  " U n am o r t i z ed  D i s c o u n t  and Redemption  Premium on Bonds R e f u n d e d , "  
A c c o u n t i n g  R e s e a r c h  B u l l e t i n  No. 2 (New York :  A m er ican  I n s t i t u t e  o f
A c c o u n t a n t s ,  1 9 3 9 ) ,  p .  13.
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t o  show such  c h a r g e s  a s  a d e d u c t i o n  i n  t h e  income s t a t e m e n t  
i n  t h e  y e a r  o f  r e f u n d i n g  i n  harmony w i t h  t h e  t r e a t m e n t  
r e q u i r e d  f o r  income t a x  p u r p o s e s .  Where any w r i t e - o f f  i s  
made th r o u g h  s u r p l u s  i t  s h o u ld  be  l i m i t e d  t o  t h e  e x c e s s  o f  
t h e  u n a m o r t i z e d  d i s c o u n t  o v e r  th e  r e d u c t i o n  o f  c u r r e n t  
t a x e s  t o  which  t h e  r e f u n d i n g  g i v e s  r i s e ,  and t h e r e  sh o u ld  
be  shown a s  a d e d u c t i o n  . . .  i n  t h e  income s t a t e m e n t  f o r  
t h e  y e a r  o f  r e f u n d i n g  an amount a t  l e a s t  e q u a l  to  such  r e d u c ­
t i o n  i n  c u r r e n t  t a x e s . 9
The Commit tee  th e n  c a s t  t h e  d i e  f o r  be tw een  p e r i o d  a l l o c a t i o n :
I f  t h e  a l t e r n a t i v e  o f  s p r e a d i n g  u n a m o r t i z e d  d i s c o u n t  
o v e r  a f u t u r e  p e r i o d  i s  a d o p t e d ,  a c h a r g e  s h o u ld  be  made . . . 
i n  t h e  income s t a t e m e n t  i n  t h e  y e a r  o f  r e f u n d i n g  e q u a l  to  
t h e  r e d u c t i o n  i n  c u r r e n t  income t a x  r e s u l t i n g  from t h e  
r e f u n d i n g .
A c c o u n t in g  R e s e a r c h  B u l l e t i n  No. 2 3 . Two y e a r s  l a t e r  t h e  theme 
o f  income t a x  a l l o c a t i o n  was d r i v e n  home when th e  Committee on 
A c c o u n t in g  P r o c e d u r e  announced  in  ARB No. 23 t h a t  " income t a x e s  
a r e  an e x p en se  which s h o u ld  be  a l l o c a t e d ,  when n e c e s s a r y  and p r a c t i ­
c a b l e ,  t o  income and o t h e r  a c c o u n t s ,  a s  o t h e r  e x p e n s e s  a r e  a l l o c a t e d . " H  
I t  h a s  s u b s e q u e n t l y  been  a rg u e d  t h a t  t h e  p r i n c i p a l  c o n c e r n  o f  
t h e  Committee  i n  ARB No. 23 was c o n f i n e d  t o  i n t r a p e r i o d  t a x  a l l o c a t i o n
^American I n s t i t u t e  o f  A c c o u n t a n t s ,  Commit tee  on A c c o u n t in g  
P r o c e d u r e ,  " U n am o r t i z ed  D i s c o u n t  and Redemption  Premium on Bonds 
Refunded ( S u p p l e m e n t ) , "  A c c o u n t in g  R e s e a r c h  B u l l e t i n  No. 18 (New 
York:  A merican  I n s t i t u t e  o f  A c c o u n t a n t s ,  1 9 4 2 ) ,  p .  151.
10I b i d .
^ A m e r i c a n  I n s t i t u t e  o f  A c c o u n t a n t s ,  Commit tee  on A c c o u n t in g  
P r o c e d u r e ,  " A c c o u n t in g  f o r  Income T a x e s , "  A c c o u n t in g  R e s e a r c h  B u l l e t i n  
No. 23 (New York:  A mer ican  I n s t i t u t e  o f  A c c o u n t a n t s ,  1944) ,  p .  183.
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and t h a t  few, i f  an y ,  c o n t e m p l a t e d  t h e  f a r  r e a c h i n g  e x t e n s i o n  o f  t h e  
i d e a  o f  i n t e r p e r i o d  a l l o c a t i o n . S u c h  a p o s i t i o n  seems t o  be  c o n t r a r y  
t o  P a r a g r a p h  4 o f  ARB No. 23 which  s t a t e d :
Where an i t em  r e s u l t i n g  i n  a m a t e r i a l  r e d u c t i o n  in  
income t a x e s  i s  c h a r g e d  to  o r  c a r r i e d  fo rw a rd  in  a d e f e r r e d -  
c h a r g e  a c c o u n t  . . .  i t  i s  d e s i r a b l e  t o  i n c l u d e  a c h a r g e  
in  t h e  income s t a t e m e n t  o f  an amount e q u a l  t o  t h e  t a x  r e d u c ­
t i o n  . . . 13
C l e a r l y ,  t h e  Committee to o k  f u l l  c o g n i z a n c e  o f  i n t e r p e r i o d  t a x  a l l o ­
c a t i o n  i n  p r e p a r i n g  i t s  p ronouncem en t  a s  r e c o r d e d  i n  ARB No. 23 which 
was e n t i r e l y  c o n s i s t e n t  w i t h  t h e  t h e n  in  f o r c e  ARB No. 18.
Tax e f f e c t  a c c o u n t i n g  f o r  emergency f a c i l i t i e s . Even though  
ARB No. 23 was r e c e i v e d  w i t h  mixed e m o t i o n s ,  th e  p r i n c i p l e  o f  i n t e r ­
p e r i o d  t a x  a l l o c a t i o n  had become s u f f i c i e n t l y  a c c e p t e d  by 1952 t o  
a l l o w  f o r  a f u r t h e r  e x p a n s io n  of  t a x  e f f e c t  a c c o u n t i n g .  In  1952,  ARB 
No. 4 2 ,  d e a l i n g  w i t h  "Emergency F a c i l i t i e s - - D e p r e c i a t i o n ,  A m o r t i z a t i o n ,  
and Income T a x e s , "  was i s s u e d .  T h i s  p ronouncem en t  c a l l e d  f o r  a c c o u n t i n g  
r e c o g n i t i o n ,  where  m a t e r i a l ,  o f  t h e  income t a x  e f f e c t  o f  d i f f e r e n c e s  
be tw een  book d e p r e c i a t i o n  and d e p r e c i a t i o n  p e r  t a x  r e t u r n  which r e s u l t s  
from f a s t  t a x - w r i t e  o f f  (o v e r  a f i v e  y e a r  p e r i o d )  o f  c e r t a i n  a s s e t s ,  
c a l l e d  emergency f a c i l i t i e s  by t h e  t a x  l a w . ^  Of c o u r s e  such  a
12Henry T. C h am b er l in ,  "Tax A l l o c a t i o n  C o n t r o v e r s y "  ( l e t t e r ) ,
The J o u r n a l  o f  A c c o u n t a n c y , CVI ( O c t o b e r ,  1 9 5 8 ) ,  2 6 -2 7 .
^ A m e r i c a n  I n s t i t u t e  o f  A c c o u n t a n t s ,  Committee  on A c c o u n t in g  
P r o c e d u r e ,  " A c c o u n t in g  f o r  Income T a x e s , ” £ £ .  c i t . , pp .  185-186 .
^ A m e r i c a n  I n s t i t u t e  o f  A c c o u n t a n t s ,  Commit tee on A c c o u n t in g  
P r o c e d u r e ,  "Emergency F a c i l i t i e s — D e p r e c i a t i o n ,  A m o r t i z a t i o n ,  and 
Income T a x e s , "  A c c o u n t in g  R es e a r c h  B u l l e t i n  No. 42 (New York:
A merican  I n s t i t u t e  o f  A c c o u n t a n t s ,  1952) ,  p .  310.
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p r a c t i c e ,  u n l e s s  some a d j u s t m e n t  was made, would  u s u a l l y  have  a 
s i g n i f i c a n t  im p a c t  on r e p o r t e d  e a r n i n g s  f o r  a g i v e n  p e r i o d .  To o v e r ­
come t h e  r e s u l t i n g  income d i s t o r t i o n ,  i n t e r p e r i o d  income t a x  a l l o c a t i o n  
was recommended.
The n e x t  move by t h e  American  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  
A c c o u n t a n t s  i n v o l v i n g  i n t e r p e r i o d  t a x  a l l o c a t i o n  was t h e  i s s u a n c e  o f  
a " R e s t a t e m e n t  and R e v i s i o n  o f  A c c o u n t in g  R e s e a r c h  B u l l e t i n s "  Nos.  1 -4 2 .  
T h i s  u p d a t i n g  to o k  t h e  form o f  A c c o u n t in g  R e s e a r c h  B u l l e t i n  No. 43 
i s s u e d  i n  1953. The e s s e n c e  o f  ARB No. 23 and 42 was r e t a i n e d  i n  
S e c t i o n  C o f  C h a p t e r s  10 and 9 ,  r e s p e c t i v e l y .  Thus ,  t h e  C o m m i t t e e ' s  
a t t i t u d e  c o n c e r n i n g  i n t e r p e r i o d  t a x  a l l o c a t i o n  seemed f i r m l y  i m p l a n t e d .
R e j e c t i o n  o f  d e f e r r e d  income t a x  r e c o g n i t i o n . The n e x t  s i g n i f i ­
c a n t  p ronouncem en t  by t h e  I n s t i t u t e  which  was c o n c e rn e d  w i t h  d i f f e r e n c e s  
i n  t im in g  f o r  a c c o u n t i n g  and t a x  p u r p o s e s  was ARB No. 44 i s s u e d  i n  
1954. S p e c i f i c a l l y ,  t h e  p r i m a r y  i s s u e s  d e a l t  w i t h  i n  ARB No. 44 
c o n c e r n e d  s i t u a t i o n s  i n  which  an a c c e l e r a t e d  d e p r e c i a t i o n  method was 
used  f o r  income t a x  p u r p o s e s ,  a s  p e r m i t t e d  by S e c t i o n  167 o f  t h e  1954 
I n t e r n a l  Revenue Code, b u t  o t h e r  a p p r o p r i a t e  methods  were  f o l l o w e d  
f o r  f i n a n c i a l  a c c o u n t i n g  p u r p o s e s .  The b u l l e t i n  c o n c lu d e d  t h a t  in  
t h e  o r d i n a r y  c a s e ,  d e f e r r e d  income t a x e s  need  n o t  be r e c o g n i z e d  i n  
t h e  a c c o u n t s . ^  A p p a r e n t l y ,  how ever ,  t h e  r e s u l t s  o f  t h e  recommended
^ A m e r i c a n  I n s t i t u t e  o f  A c c o u n t a n t s ,  Committee  on A c c o u n t in g  
P r o c e d u r e ,  " D e c l i n i n g - b a l a n c e  D e p r e c i a t i o n , 11 A c c o u n t in g  R e s e a r c h  
B u l l e t i n  No. 44 (New York:  A merican  I n s t i t u t e  o f  A c c o u n t a n t s ,  1954) ,
p .  1.
84
p o l i c y  o f  ARB No. 4 4 ,  which was d i r e c t l y  o p p o s i t e  t h e  t h e n  e x i s t i n g  
b u l l e t i n s ,  d i d  n o t  p ro v e  to  be  a l t o g e t h e r  s a t i s f a c t o r y .
A c c e p ta n c e  o f  t a x  e f f e c t  a c c o u n t i n g  f o r  a c c e l e r a t e d  d e p r e c i a t i o n .
I n  J u l y ,  1958 t h e  I n s t i t u t e ' s  Committee on A c c o u n t in g  P r o c e d u r e  i s s u e d  
a r e v i s i o n  o f  ARB No. 44 which  s u p e r s e d e d  t h e  1954 p ro n o u n c e m en t .  T h i s  
r e v i s e d  b u l l e t i n ,  i n  r e v e r s i n g  i t s  p r e d e c e s s o r ,  s a i d  t h a t  a c c o u n t i n g  
r e c o g n i t i o n  s h o u ld  be  g iv e n  t o  d e f e r r e d  income t a x e s  i f  t h e  amounts  
i n v o l v e d  a r e  m a t e r i a l ,  e x c e p t  f o r  some r e g u l a t e d  c o m p a n ie s .  In  
a d d i t i o n ,  t h e  b u l l e t i n  p e r m i t t e d  t h e  h a n d l i n g  o f  t h e  income t a x  
d e f e r m e n t  th r o u g h  t h e  d e p r e c i a t i o n  o r  a m o r t i z a t i o n  a c c o u n t s  when 
d e s i r e d ,  i n  l i e u  o f  u s i n g  a d e f e r r e d  income t a x  a c c o u n t . ^
With t h e  i s s u a n c e  o f  r e v i s e d  ARB No. 4 4 ,  c o n s i s t e n c y  th r o u g h o u t  
t h e  A merican  I n s t i t u t e ' s  p ro n o u n cem en ts  c o n c e r n i n g  i n t e r p e r i o d  t a x  
a l l o c a t i o n  was a c c o m p l i s h e d .  T h i s  b r i e f  r e v i e w  r e f l e c t s  t h e  e v o l u t i o n  
o f  t h e  AICPA's p o l i c y  toward  a l l o c a t i n g  income t a x e s  be tw een  p e r i o d s  
when t h e r e  i s  a m a t e r i a l  e f f e c t  upon t h e  r e p o r t e d  income c au se d  by 
d i f f e r e n c e s  i n  t i m i n g  i n  t h e  t a x  t r e a t m e n t  and f i n a n c i a l  a c c o u n t i n g  
t r e a t m e n t  o f  c e r t a i n  t r a n s a c t i o n s .
S e c u r i t i e s  and Exchange Commission
While  t h e  AICPA was d e v e l o p i n g  i t s  p o l i c y  i n  r e s p e c t  to  i n t e r p e r i o d  
t a x  a l l o c a t i o n ,  t h e  S e c u r i t i e s  and Exchange Commission was a l s o  a t  work 
on t h e  same i s s u e .
^ A m e r i c a n  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  Committee  
on A c c o u n t in g  P r o c e d u r e ,  " D e c l i n i n g - b a l a n c e  D e p r e c i a t i o n , "  A c c o u n t in g  
R e s e a r c h  B u l l e t i n  No. 44 ( R e v i s e d ) , o p . c i t . ,  p . 2 -A.
85
Tax a l l o c a t i o n  f i r s t  r e j e c t e d . The f i r s t  s t a t e m e n t  by t h e  SEC 
on i n t e r p e r i o d  t a x  a l l o c a t i o n  was i n  t h e  fo rm o f  A c c o u n t in g  S e r i e s  
R e l e a s e  No. 53 d a t e d  November 16,  1945 and was e n t i t l e d ,  " I n  t h e  
M a t t e r  o f  'C h a r g e s  i n  L i e u  o f  Income T a x e s . ' "  The SEC r e j e c t e d  
i n c r e a s i n g  t h e  p r o v i s i o n  f o r  income t a x e s  i n  t h e  Income s t a t e m e n t  
above  t h e  t a x  e s t i m a t e d  t o  be  due  p e r  t a x  r e t u r n . ^
Tax e f f e c t  a c c o u n t i n g  a c c e p t e d . S u b s e q u e n t l y ,  how ever ,  t h e  SEC 
g r a d u a l l y  had  a ch an g e  in  a t t i t u d e . 1® On December 30,  1958, in  
S e c u r i t i e s  A c t  R e l e a s e  No. 4010 t h e  Commission p ro p o s e d  an a d m i n i s ­
t r a t i v e  p o l i c y  r e g a r d i n g  t h e  b a l a n c e  s h e e t  t r e a t m e n t  o f  t h e  c r e d i t  
e q u i v a l e n t  to  t h e  r e d u c t i o n  o f  income t a x e s  a r i s i n g  from t h e  ded u c ­
t i o n  o f  c o s t s  f o r  income t a x  p u r p o s e s  a t  a more r a p i d  r a t e  th a n  f o r  
f i n a n c i a l  s t a t e m e n t  p u r p o s e s .  T h i s  p ro p o s e d  p o l i c y  was o f f i c i a l l y
^ U n i t e d  S t a t e s  S e c u r i t i e s  and Exchange Commission,  " I n  t h e  
M a t t e r  o f  ’ C h arg es  in  L i e u  o f  Income T a x e s , ' "  A c c o u n t in g  S e r i e s  
R e l e a s e  No. 53 r e p r i n t e d  i n  U n i t e d  S t a t e s  S e c u r i t i e s  and Exchange 
Commission ,  A c c o u n t in g  S e r i e s  R e l e a s e s  ( R e l e a s e s  _1 _to _77, I n c l u s i v e ) 
( W a sh in g to n ,  D. C . : U n i t e d  S t a t e s  Government  P r i n t i n g  O f f i c e ,  1956) ,
p .  128.
l®See U n i t e d  S t a t e s  S e c u r i t i e s  and Exchange Commission,  22nd 
Annual  R e p o r t  (W ash in g to n ,  D. C . : U n i t e d  S t a t e s  Government  P r i n t i n g
O f f i c e ,  1 9 5 6 ) ,  p p .  7 0 - 7 1 ;  U n i t e d  S t a t e s  S e c u r i t i e s  and Exchange 
Commission,  23rd  Annual R e p o r t , (W a sh in g to n ,  D. C . ; U n i t e d  S t a t e s  
Government P r i n t i n g  O f f i c e ,  19 5 8 ) ,  p p .  3 8 - 3 9 ;  and Andrew B a r r ,  
" F i n a n c i a l  R e p o r t i n g  f o r  R e g u l a t o r y  A g e n c i e s , "  The J o u r n a l  o f  
A c c o u n t a n c y , CV ( F e b r u a r y ,  1 9 5 8 ) ,  2 6 - 3 2 .
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a d o p t e d  by  an announcement  i n  t h e  fo rm o f  A c c o u n t in g  S e r i e s  Re1e a s e
No. 8 5 ^  which  s t a t e d :
B ecause  o f  t h e  i n t e r r e l a t i o n s h i p  b e tw ee n  income t a x e s  and 
d e p r e c i a t i o n ,  t h e  Commission i s  o f  t h e  v iew  t h a t  i n  t h e  
e a r l i e r  y e a r s  t h e  c h a r g e  e q u i v a l e n t  t o  t h e  t a x  r e d u c t i o n  
sh o u ld  be  t r e a t e d  e i t h e r  (1) a s  a  p r o v i s i o n  f o r  f u t u r e  t a x e s  
i n  t h e  income s t a t e m e n t  w i t h  a c o r r e s p o n d i n g  c r e d i t  in  t h e  
b a l a n c e  s h e e t  to  a n o n - e q u i t y  c a p t i o n  such  a s  a d e f e r r e d  
t a x  c r e d i t ,  o r  (2) a s  a d d i t i o n a l  d e p r e c i a t i o n  in  t h e  income 
s t a t e m e n t  w i t h  a c o r r e s p o n d i n g  a d d i t i o n  t o  t h e  a c c u m u la t e d  
p r o v i s i o n  f o r  d e p r e c i a t i o n  in  t h e  b a l a n c e  s h e e t .
The Commission added  t h a t :
r e c o g n i t i o n  o f  t a x  d e f e r m e n t  s h o u ld  be made i n  a l l  c a s e s  
i n  which  t h e r e  i s  a t a x  r e d u c t i o n  r e s u l t i n g  from d e d u c t i n g  
c o s t s  f o r  t a x  p u r p o s e s  a t  f a s t e r  r a t e s  t h a n  f o r  f i n a n c i a l  
s t a t e m e n t  p u r p o s e s .
T h i s  l a s t  s t a t e m e n t  c au se d  a c c o u n t a n t s  c o n c e r n  o v e r  j u s t  how f a r  t a x
a l l o c a t i o n  was t o  be  c a r r i e d . 22 i n  r e s p o n s e  t o  t h i s  a n x i e t y ,  t h e
Commission i s s u e d  A c c o u n t in g  S e r i e s  R e l e a s e  No. 86 s t a t i n g  t h a t  i t
^ F o r  a documented  a c c o u n t  o f  t h e  e v e n t s  which  c u l m i n a t e d  in  
t h e  i s s u a n c e  o f  A c c o u n t i n g  S e r i e s  R e l e a s e  No. 85 i n c l u d i n g  t h e  
p e r t i n e n t  Commission r e l e a s e s ,  t h e  w r i t t e n  v iew s  and comments f i l e d  
w i th  t h e  Commission,  and a r e c o r d  o f  t h e  p u b l i c  h e a r i n g  and e x h i b i t s  
f i l e d ,  s ee  A r t h u r  A n d e rsen  6c C o . ,  "SEC A d m i n i s t r a t i v e  P o l i c y  RE: 
B a l a n c e - S h e e t  T r e a t m e n t  o f  D e f e r r e d  Income-Tax  C r e d i t s - - P a r t s  1 and 
2 , "  Cases  i n  P u b l i c  A c c o u n t in g  P r a c t i c e  ( C h ic a g o :  A r t h u r  A n d e rsen
6c C o . ,  1961 ) ,  V o l s .  5 and 6 .
2®United S t a t e s  S e c u r i t i e s  and Exchange Commission ,  " S t a t e m e n t  
o f  A d m i n i s t r a t i v e  P o l i c y  R e g a r d in g  B a l a n c e  S h e e t  T r e a tm e n t  o f  C r e d i t  
E q u i v a l e n t  t o  R e d u c t io n  i n  Income T a x e s , "  A c c o u n t in g  S e r i e s  R e l e a s e  
No. 85 r e p r i n t e d  i n  U n i t e d  S t a t e s  S e c u r i t i e s  and Exchange Commission,  
A c c o u n t in g  S e r i e s  R e l e a s e s  ( R e l e a s e s  78 t o  8 9 , I n c l u s i v e ) (W a sh in g to n ,
D. C . : U n i t e d  S t a t e s  Government P r i n t i n g  O f f i c e ,  1 9 6 1 ) ,  p .  6 1 .
21I b i d .
22See Carman G. B lough ,  "Tax A l l o c a t i o n  and th e  SEC," The J o u r n a l  
o f  A c c o u n t a n c y , CIX ( J u n e ,  1 9 6 0 ) ,  6 5 - 6 6 .
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was n o t  t h e  C o m m is s io n ' s  i n t e n t i o n  to  make m an d a to ry  t h e  u s e  o f  d e f e r r e d  
t a x  a c c o u n t i n g  beyond th e  r e q u i r e m e n t s  o f  g e n e r a l l y  a c c e p t e d  a c c o u n t i n g  
p r i n c i p l e s . 23 T h a t  i s  t o  s a y ,  t h e  Commission was now i n  c o m p le t e  
a c c o r d  w i t h  t h e  AICPA's p o s i t i o n  on i n t e r p e r i o d  income t a x  a l l o c a t i o n .
American  A c c o u n t in g  A s s o c i a t i o n
C o n t r a s t i n g  t h e  c u r r e n t  p o s i t i o n  o f  t h e  AICPA and SEC, i s  t h e  
v i e w p o i n t  o f  t h e  A mer ican  A c c o u n t in g  A s s o c i a t i o n .  While  t h e  American  
A c c o u n t in g  A s s o c i a t i o n ,  i n  a s t a t e m e n t  i s s u e d  i n  1948, recommended 
d i s c l o s u r e  o f  any m a t e r i a l  c o n s e q u e n c e s  r e s u l t i n g  from d i f f e r e n c e s  
in  f i n a n c i a l  and t a x  a c c o u n t i n g ,  i t  s t a t e d  v e r y  f o r t h r i g h t l y  
t h a t :
Such d i s c l o s u r e s  s h o u ld  n o t  be  made by  t h e  a d j u s t m e n t  o f  
t h e  " p r o v i s i o n  f o r  t a x e s "  r e p o r t e d  i n  t h e  income s t a t e m e n t ;  
t h i s  c a p t i o n  s h o u l d  be  u sed  f o r  t h e  a c t u a l  t a x e s  p a i d  or  
e s t i m a t e d  p a y a b l e , 24
The Commit tee  l e f t  no d o u b t  t h a t  t h e  amount o f  income t a x  exp en se  
t h a t  was t o  be  r e f l e c t e d  i n  t h e  income s t a t e m e n t  was t o  be t h e  amount
23lJn i ted  S t a t e s  S e c u r i t i e s  and Exchange Commission,  "R esponse  
t o  Comment on S t a t e m e n t  o f  A d m i n i s t r a t i v e  P o l i c y  R e g a rd in g  B a l a n c e  
S h e e t  T r e a tm e n t  o f  C r e d i t  E q u i v a l e n t  t o  R e d u c t io n  i n  Income T a x e s , "  
A c c o u n t in g  S e r i e s  R e l e a s e  No. 86 r e p r i n t e d  i n  U n i t e d  S t a t e s  S e c u r ­
i t i e s  and Exchange Commission ,  A c c o u n t in g  S e r i e s  R e l e a s e s  ( R e l e a s e s  
78 t o  8 9 , I n c l u s i v e ) (W ash in g to n ,  D. C . : U n i t e d  S t a t e s  Government
P r i n t i n g  O f f i c e ,  1 9 6 1 ) ,  p .  63 .
^ A m e r i c a n  A c c o u n t i n g  A s s o c i a t i o n ,  E x e c u t i v e  Com m it tee ,  " A c c o u n t in g  
C oncep ts  and S t a n d a r d s  U n d e r l y i n g  C o r p o r a t e  F i n a n c i a l  S t a t e m e n t s - - 1948 
R e v i s i o n , "  A c c o u n t in g  and R e p o r t i n g  S t a n d a r d s  f o r  C o r p o r a t e  F i n a n c i a l  
S t a t e m e n t s  and P r e c e d i n g  S t a t e m e n t s  and Supp lem en ts  (Columbus,  Ohio : 
American  A c c o u n t in g  A s s o c i a t i o n ,  19 5 7 ) ,  p.  18.
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computed on t h e  t a x  r e t u r n .  T h i s  p o s i t i o n  was r e i t e r a t e d  i n  th e  AAA's 
1957 s t a t e m e n t  which  c o n c lu d e d  t h a t  income t a x  d e f e r m e n t  v i a  i n t e r p e r i o d  
t a x  a l l o c a t i o n  "may be more c o n f u s i n g  th a n  e n l i g h t e n i n g  and i s  t h e r e f o r e  
u n d e s i r a b l e . "25  T h i s  l a t e s t  s t a t e m e n t  on i n t e r p e r i o d  t a x  a l l o c a t i o n  
by th e  American  A c c o u n t in g  A s s o c i a t i o n  p l a c e s  t h i s  g roup  a t  o p p o s i t e  
p o l e s  from t h a t  o f  th e  AICPA and SEC.
With t h i s  d i v i s i o n  o f  th e  m a jo r  a c c o u n t i n g  b o d i e s  ove r  i n t e r ­
p e r i o d  t a x  a l l o c a t i o n ,  i t  i s  n o t  d i f f i c u l t  to  v i s u a l i z e  how t h e  s to rm s  
o f  c o n t r o v e r s y  have  g a t h e r e d .  The f o l l o w i n g  s e c t i o n s  o f  t h i s  c h a p t e r  
examine t h e  b a s i s  f o r  each  p o s i t i o n  in  an a t t e m p t  t o  e s t a b l i s h  which  
a p p ro a c h  i s  more c o n s i s t e n t  w i t h  e x i s t i n g  a c c o u n t i n g  t h e o r y  and a t  th e  
same t im e  s ee k  t o  d e t e r m i n e  which  t e c h n i q u e  more n e a r l y  f u l f i l l s  th e  
u t i l i t a r i a n  r o l e  o f  f i n a n c i a l  r e p o r t i n g .
C. OPPOSITION TO INTERPERIOD TAX ALLOCATION
Income N o r m a l i z a t i o n
P e r h a p s  t h e  most o f t e n  e x p r e s s e d  r e a s o n  f o r  r e j e c t i n g  i n t e r p e r i o d  
t a x  a l l o c a t i o n  i s  t h a t  such  a p r o c e d u r e  i s  s im p ly  a t e c h n i q u e  to  
s t a b l i z e  th e  r e p o r t e d  e a r n i n g s  f i g u r e s .  The p r a c t i c e  o f  a d o p t i n g  
a r b i t r a r y  a c c o u n t i n g  p o l i c i e s  f o r  t h e  s o l e  p u r p o s e  o f  p r e s e n t i n g  a 
r e c o r d  o f  s t a b l e  e a r n i n g s  h a s  lo n g  been  s u b j e c t  to  d i s r e p u t e  by a c c o u n t ­
a n t s .
^ A m e r i c a n  A c c o u n t in g  A s s o c i a t i o n ,  Commit tee on A c c o u n t in g  C oncep ts  
and  S t a n d a r d s ,  " A c c o u n t in g  and R e p o r t i n g  S t a n d a r d s  f o r  C o r p o r a t e  F i n a n ­
c i a l  S t a t e m e n t s - - 1957 R e v i s i o n , "  A c c o u n t in g  and R e p o r t i n g  S t a n d a r d s  
f o r  C o r p o r a t e  F i n a n c i a l  S t a t e m e n t s  and P r e c e d i n g  S t a t e m e n t s  and S u p p le ­
m e n ts  (Columbus,  Ohio :  American  A c c o u n t in g  A s s o c i a t i o n ,  1 9 5 7 ) ,  p .  7.
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The a rgum ent  a g a i n s t  t a x  a l l o c a t i o n  s t a t e s  t h a t  f i n a n c i a l  a c c o u n t i n g  
i s  e s s e n t i a l l y  h i s t o r i c a l  in  n a t u r e .  T ha t  i s  to  s a y ,  i t  c o n s i s t s  o f  an 
a c c o u n t i n g  f o r  c o s t s  t h a t  have  a c t u a l l y  been  i n c u r r e d  by th e  b u s i n e s s  
and f o r  t h e  r e v e n u e s  t h a t  have  been  a c t u a l l y  d e r i v e d  from th e  b u s i n e s s .  
The p r e p a r e r  o f  f i n a n c i a l  s t a t e m e n t s  h a s  no p l a c e  t r y i n g  to  " n o r m a l i z e "  
t h e  r e s u l t s  o f  t h e  y e a r ' s  o p e r a t i o n s .  These  a c c o u n t a n t s  a r g u e  t h a t  
inasm uch a s  income t a x  a l l o c a t i o n  i s  an a t t e m p t  t o  r e f l e c t  t h e  " n o rm a l"  
e a r n i n g  power o f  t h e  e n t e r p r i s e ,  i t  s h o u ld  n o t  be a d o p t e d .  The 
e a r n i n g s  s t a t e m e n t s  s h o u ld  r e f l e c t  o n ly  a c t u a l  o p e r a t i o n s  i n  a c c o r d ­
ance  w i t h  t h e  h i s t o r i c a l  d a t a ;  t h e y  sho u ld  n o t  be a l t e r e d  to  r e f l e c t  
amounts  t h a t  th e  p r e p a r e r  c o n s i d e r s  to  be more normal  o r  l i k e l y  t o  r e c u r  
in  t h e  f u t u r e . ^  W i l l i a m  V a t t e r  summed up t h i s  p o s i t i o n  when he s t a t e d  
t h a t  a c o n c e p t  o f  income b a se d  upon a presumed u l t i m a t e  s e t t l e m e n t  w i th  
t h e  I n t e r n a l  Revenue S e r v i c e ,  a f t e r  t h e  c o m p l e x i t i e s  o f  l e g i s l a t i v e
and a d m i n i s t r a t i v e  c o n f u s i o n s  have  been  (p re su m a b ly )  i r o n e d  o u t ,  i s
91n o t  a v e r y  r e a l i s t i c  and u s e f u l  r e s u l t .  In  b r i e f ,  to  th e  o p p o n e n t s  
o f  t a x  a l l o c a t i o n ,  i t  seems t h a t  t h e  a d v o c a t e s  o f  t a x  e f f e c t  a c c o u n t i n g  
f e e l  t h a t  one i t e m ,  namely income t a x  e x p e n s e ,  sh o u ld  be " d i s t o r t e d "  
i n  a g i v e n  p e r i o d  in  o r d e r  t o  a v o id  " d i s t o r t i o n "  o f  t h e  f i n a l  n e t  
income f o r  t h e  same p e r i o d . 28 The fo rm er  g roup  a c c u s e s  t h e  l a t t e r  
g roup  w i t h  c i r c u l a r  r e a s o n i n g .
2 6 u n i t e d  S t a t e s  S e c u r i t i e s  and Exchange Commission,  " I n  t h e  
M a t t e r  o f  'C h a r g e s  i n  L ie u  o f  Income T a x e s , 1" _oj>. c i t . , pp.  145-146 .
2 7 w i l l i a m  J .  V a t t e r ,  " A n o th e r  Look a t  t h e  1957 S t a t e m e n t , "  The 
A c c o u n t in g  Rev iew , XXXVII ( O c to b e r ,  1962) ,  665.
2®Ralph S. J o h n s ,  " A l l o c a t i o n  o f  Income T a x e s , "  The J o u r n a l  of  
A c c o u n t a n c y , CVI (S ep te m b e r ,  19 5 8 ) ,  4 4 .
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The N a tu re  of  t h e  D e f e r r a l
I f  c o m p le te  income t a x  a l l o c a t i o n  i s  f o l l o w e d ,  th e  amount o f  th e  
t a x  d e f e r r a l  w i l l  g iv e  r i s e ,  i t  w i l l  be  r e c a l l e d ,  to  a b a l a n c e  s h e e t  
t a x  a c c o u n t .  I f  i n i t i a l l y  t a x a b l e  income ex ce e d s  b u s i n e s s  income, 
t h e  b a l a n c e  s h e e t  t a x  a c c o u n t  w i l l  have  a d e b i t  b a l a n c e .  P o p u la r  
b e l i e f  h o l d s  t h a t  th e  d e f e r r a l  i n  t h i s  c a s e  sh o u ld  a p p e a r  on th e  a s s e t  
s i d e  of  t h e  b a l a n c e  s h e e t  and be g iv e n  a t i t l e  l i k e  D e f e r r e d  Income Tax 
Expense .  On t h e  o t h e r  hand ,  i f  i n i t i a l l y  th e  b u s i n e s s  income e x ceed s  
t h e  t a x a b l e  income,  the  r e l a t e d  b a l a n c e  s h e e t  t a x  a c c o u n t  w i l l  have  a 
c r e d i t  b a l a n c e  which i s  o f t e n  c l a s s i f i e d  as  a l i a b i l i t y .
Not an a s s e t . Opponents  o f  t a x  a l l o c a t i o n  co n ten d  t h a t  th e  
amounts  which would be r e c o r d e d  a s  D e f e r r e d  Income Tax Expense do 
n o t  r e p r e s e n t  p repaym en ts  a t  a l l .  In  r e a l i t y ,  t h e  t a x p a y e r s  have  
n o t  p r e p a i d  t h e i r  t a x e s ,  i t  i s  a r g u e d ,  b e c a u s e  in  a g iv e n  p e r i o d  
t h e  t a x p a y e r s  have  no c l a i m  a g a i n s t  t h e  gove rnm ent .  They have m ere ly
o n
p a i d  th e  amount f o r  which th e y  a r e  l e g a l l y  r e s p o n s i b l e  and no more.
Tax a l l o c a t i o n  o p p o n en ts  p o i n t  o u t  t h a t  a s s e t s  a r e  "economic 
r e s o u r c e s  d e v o ted  to  b u s i n e s s  p u r p o s e s  w i t h i n  a s p e c i f i c  a c c o u n t i n g  
e n t i t y ;  t h e s e  r e s o u r c e s  a r e  a g g r e g a t e s  o f  s e r v i c e - p o t e n t i a l s  a v a i l a b l e  
f o r  or  b e n e f i c i a l  to  e x p e c t e d  o p e r a t i o n s . " ^ ®  In  t h e  o p i n i o n  o f  t h e s e
^ M .  Bruce  McDonald,  " A cc o u n t in g  f o r  Income T a x e s , "  The F e d e r a l  
A c c o u n t a n t , X II  ( J u n e ,  1963) ,  4 0 - 5 1 .
^ A m e r i c a n  A c co u n t in g  A s s o c i a t i o n ,  Committee on A c co u n t in g  
C oncep ts  and S t a n d a r d s ,  "A cc o u n t in g  and R e p o r t i n g  S t a n d a r d s  f o r  
C o r p o r a t e  F i n a n c i a l  S t a t e m e n t s - - 1957 R e v i s i o n , "  £ £ .  c i t . , p.  3.
a c c o u n t a n t s ,  i t  i s  d i f f i c u l t  to  see  how t h e  s o - c a l l e d  "paym en t” of a 
t a x  b e f o r e  t h e  income i s  e a r n e d  by t h e  e n t e r p r i s e ,  t a x  a l l o c a t i o n  n o t ­
w i t h s t a n d i n g ,  g i v e s  r i s e  t o  e x p e c t e d  f u t u r e  economic r e s o u r c e s .  
A c c o u n t a n t s  opposed  t o  t a x  e f f e c t  a c c o u n t i n g  c o n c l u d e  t h a t  e n t r i e s  t o  
r e c o r d  a P r e p a i d  Income Tax or  D e f e r r e d  Income Tax Expense  in  t h e  
r e c o r d s  o f  an a c c o u n t i n g  e n t i t y  w i l l  have  no e f f e c t  in  t h e  l e a s t  on 
bona f i d e  b u s i n e s s  t r a n s a c t i o n s  o f  f u t u r e  a c c o u n t i n g  p e r i o d s .
In  r e j e c t i n g  th e  p o s i t i o n  t h a t  a t a x  d e f e r r a l  d e b i t  i s  a v a l i d
a s s e t ,  o p p o n e n t s  o f  t a x  a l l o c a t i o n  have  s t a t e d  t h a t  such an a c c o u n t
do es  n o t  r e p r e s e n t  a " r e c e i v a b l e  and s u r e l y  th e  F e d e r a l  Government
would d i s av o w  i t . " ^  For s i m i l a r  r e a s o n s ,  Thomas H i l l  found i t
d i f f i c u l t  to  a c c e p t  t h e  p r e p a i d  income t a x  a c c o u n t  a s  an a s s e t  f o r
he s t a t e d :  "W hi le  i t  p u r p o r t s  t o  be  an a d v an c e  paym ent ,  i t  i s  u n l i k e
any c o n v e n t i o n a l l y  r e c o r d e d  r e c e i v a b l e  i n  t h a t  i t  i s  e x p l i c i t l y  n o t
33r e c o g n i z e d  a s  such  by t h e  r e c i p i e n t . "
Not a l i a b i l i t y . S i m i l a r  o b j e c t i o n s  a r e  r a i s e d  to  d e s c r i b e  a s  
a l i a b i l i t y  t h e  c r e d i t  b a l a n c e  r e s u l t i n g  when t a x  paym ents  i n i t i a l l y  
a r e  l e s s  th a n  th e  t a x  e x p en se  b a se d  on b u s i n e s s  income.  The c r e a t i o n  
o f  a d e f e r r e d  t a x  l i a b i l i t y  i s  one o f  t h e  most f r e q u e n t  s i t u a t i o n s
■^Arnold  W. J o h n s o n ,  " 'M o r e '  on 1 I n c o m e - T a x - A l l o c a t i o n '  A c c o u n t in g  
The A c c o u n t in g  Rev iew , XXXVI ( J a n u a r y ,  1 9 6 1 ) ,  77.
■^Weldon P o w e l l ,  " A c c o u n t in g  P r i n c i p l e s  and Income-Tax  A l l o c a t i o n ,  
The New York C e r t i f i e d  P u b l i c  A c c o u n t a n t , XXIX ( J a n u a r y ,  1959) ,  26.
■^Thomas M. H i l l ,  "Some Arguments  A g a i n s t  t h e  I n t e r - P e r i o d  
A l l o c a t i o n  o f  Income T a x e s , "  The A c c o u n t i n g  R ev iew , XXXII ( J u l y ,  1957) ,  
359.
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e n c o u n t e r e d  i n  modern day c o r p o r a t e  f i n a n c i a l  r e p o r t i n g  due  m a in ly
to  th e  w id e s p r e a d  use  o f  a c c e l e r a t e d  d e p r e c i a t i o n  f o r  t a x  p u r p o s e s .
James Dohr e x p r e s s e d  t h e  g e n e r a l  s e n t i m e n t  o p p o s in g  such a p r o c e d u r e
when he s t a t e d :
The Revenue Act  may in  a s e n s e  r e s u l t  i n  a d e f e r r a l  o f  t a x , 
b u t  t h e r e  i s  o b v i o u s l y  no d e f e r r a l  o f  t a x  l i a b i l i t y - - t h e r e  
i s  no t a x  l i a b i l i t y  to  d e f e r .  The s t a t u e  l e v i e s  no f u t u r e  
t a x ,  and upon payment o f  t h e  t a x  f o r  t h e  c u r r e n t  y e a r  t h e r e  
i s ,  a t  t h e  end o f  t h e  y e a r ,  no f u r t h e r  t a x  l i a b i l i t y  o f  any 
k in d  or  d e s c r i p t i o n . ^
Thomas H i l l  a g a i n  e x p r e s s e d  a s i m i l a r  c o n v i c t i o n  when he s t a t e d  
t h a t  " t h e  amount shown u n d e r  t h i s  c a p t i o n  ( l i a b i l i t y  f o r  d e f e r r e d  
t a x e s )  r e p r e s e n t s ,  n o t  what th e  f i r m  _is l i a b l e  f o r ,  b u t  what t h e  
f i r m  e x p e c t s  t o  be l i a b l e  f o r  a t  some f u t u r e  t i m e . " ^  Or a s  Delmer 
H y l to n  r e f l e c t e d ,  " t h e r e  i s  no p r e s e n t  a c c o u n t i n g  income on which 
t a x e s  must be p a i d  i n  t h e  f u t u r e ,  u n l e s s  f u t u r e  e v e n t s  c a u s e  th e  
p a y m e n t .
I t  i s  f u r t h e r  a r g u e d  by t h e  o p p o n e n t s  o f  t a x  a l l o c a t i o n  t h a t
s i n c e  t h e r e  i s  no c l a i m  by t h e  U n i t e d  S t a t e s  T r e a s u r y ,  how can t h e r e
be a l i a b i l i t y .  In  t h i s  r e g a r d ,  McDonald a sked  a v e r y  p o i n t e d  q u e s t i o n :
I f  he  (a p r o p o n e n t  o f  t a x  a l l o c a t i o n )  were  an a d v o c a t e  f o r  
h i s  c l i e n t ,  what d e f e n s e  would he make, on b e h a l f  o f  h i s  
c l i e n t ,  a g a i n s t  t h e  U n i te d  S t a t e s  Government ,  i f  t h e
^ J a m q s  L. Dohr ,  "Tax A l l o c a t i o n "  ( l e t t e r ) ,  The J o u r n a l  of  
A c c o u n t a n c y , CVII ( F e b r u a r y ,  1959) ,  19.
^ H i l l ,  c>£. c i t . , p.  358,
•^Delmer  P. H y l to n ,  " Income Tax A l l o c a t i o n "  ( l e t t e r ) ,  The J o u r n a l  
o f  A c c o u n t a n c y , CVII (May, 1959) ,  26.
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Government a s s e r t e d  a r i g h t  t o  c o l l e c t  a l l  amounts  r e c o r d e d  
in  t h e  t a x p a y e r ’ s a c c o u n t s  a s  d e f e r r e d  t a x  l i a b i l i t i e s ? ^ ?
A rn o ld  J o h n so n  p u r s u e d  t h i s  l i n e  o f  a n a l y s i s  to  i t s  l o g i c a l
c o n c l u s i o n  when he p o i n t e d  o u t  t h a t  one o f  th e  fu n d a m e n ta l  p r e c e p t s
o f  e x i s t i n g  a c c o u n t i n g  t h e o r y  i s  t h a t  a n y t h i n g  o f  economic  v a l u e  i s
m atched  by f i n a n c i a l  c l a i m s  a g a i n s t  t h e s e  v a l u e s .  These c l a i m s ,  h e l d
by l e g a l  p e r s o n s ,  a r e  o f  o n ly  two k i n d s :  (1) l i a b i l i t i e s ,  c l a i m s  of
c r e d i t o r s ,  and (2) t h e  c l a i m s  o f  th e  o w n e rs .  The d e f e r r e d  t a x  a c c o u n t
w i t h  a c r e d i t  b a l a n c e  f i t s  n e i t h e r  o f  t h e s e ;  i t  i s ,  t h e r e f o r e ,  n o t
a l i a b i l i t y . 3® i n  a d d i t i o n ,  t h e  d e f e r r e d  t a x  a c c o u n t  w i th  a c r e d i t
b a l a n c e  d o e s  n o t  meet t h e  d e f i n i t i o n  o f  l i a b i l i t i e s  a s  c i t e d  by t h e
American  A c c o u n t in g  A s s o c i a t i o n :
The i n t e r e s t s  o r  e q u i t i e s  o f  c r e d i t o r s  ( l i a b i l i t i e s )  a r e  
c l a i m s  a g a i n s t  t h e  e n t i t y  a r i s i n g  from p a s t  a c t i v i t i e s  
o r  e v e n t s  w h ich ,  in  t h e  u s u a l  c a s e ,  r e q u i r e  f o r  t h e i r
s a t i s f a c t i o n  t h e  e x p e n d i t u r e  o f  c o r p o r a t e  r e s o u r c e s  . . .
The d i s c h a r g e  o f  a l i a b i l i t y  a t  a d e t e r m i n a b l e  d a t e  
i s  n o r m a l l y  r e q u i r e d  by c o n t r a c t  o r  i n t e n t  o f  p a r t i e s .
C l e a r l y  th e  o p p o n e n t s  o f  i n t e r p e r i o d  t a x  a l l o c a t i o n  f e e l  t h a t
th e y  s t a n d  on f i r m  g round  when th e y  r e j e c t  t a x  a l l o c a t i o n  on t h e
b a s i s  t h a t  t h e  "p re p a y m e n t"  i s  n o t  an a s s e t  no r  th e  " d e f e r r e d "  t a x
i s  n o t  a l i a b i l i t y .
^ M c D o n a ld ,  oj>. c i t . , p.  51.
- ^ J o h n s o n ,  _ojg. c i t . ,  p.  76.
■^American A c c o u n t in g  A s s o c i a t i o n ,  Committee on A c c o u n t in g  
C o n ce p t s  and S t a n d a r d s ,  " A cc o u n t in g  and R e p o r t i n g  S t a n d a r d s  f o r  
C o r p o r a t e  F i n a n c i a l  S t a t e m e n t s - - 1957 R e v i s i o n , "  c i t . ,  p .  7 .
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A s id e  from th e  f a c t  t h a t  t h e  b a l a n c e  s h e e t  a c c o u n t s  r e s u l t i n g  from 
i n t e r p e r i o d  t a x  a l l o c a t i o n  do n o t  f i t  w i t h i n  t h e  g e n e r a l  d e f i n i t i o n  
o f  a s s e t s  o r  l i a b i l i t i e s ,  o p p o n e n t s  o f  t a x  a l l o c a t i o n  m a i n t a i n  t h a t  
t h e  c r e a t i o n  o f  such  a c c o u n t s  i s  b a se d  upon a s e r i e s  o f  a s s u m p t i o n s  
which  i n  many c a s e s  may t u r n  o u t  to  be c o n t r a r y  t o  f a c t u a l  e x p e r i e n c e .  
The f o r e m o s t  a s s u m p t i o n ,  o f  c o u r s e ,  i s  t h a t  t h e r e  w i l l  be  f u t u r e  
income. F u r t h e r ,  some f u t u r e  t a x  r a t e  h a s  to  be assumed.  T h i r d ,  i t  
i s  assumed t h a t  an a l t e r a t i o n  o f  t h e  t a x  r a t e  s t r u c t u r e  w i l l  n o t  t a k e  
p l a c e  which  w i l l  u p s e t  t h e  a l l o c a t i o n  p r o c e d u r e .  The f o u r t h  assump­
t i o n  i s  t h a t  t h e  t a x  w i l l  n o t  be p e r m a n e n t l y  d e f e r r e d .  The 
d i s s e n t e r s  t o  t a x  a l l o c a t i o n  f e e l  t h a t  e ach  o f  t h e s e  a s s u m p t i o n s  
a r e  c a u s e  enough t o  r e j e c t  t a x  a l l o c a t i o n .
P e rm anen t  d e f e r r a l . The i d e a  t h a t  t h e  t a x  may be  p e r m a n e n t l y  
d e f e r r e d ,  and a s  a r e s u l t  t a x  a l l o c a t i o n  would be  i n e f f e c t i v e ,  
p e r m e a t e s  a l m o s t  e v e r y  d i s c u s s i o n  o p p o s in g  t a x  a l l o c a t i o n .  For 
ex am p le ,  S idney  Dav idson  p o i n t e d  o u t  t h a t  i f  t h e  f o l l o w i n g  two 
q u e s t i o n s  can  be assumed to  be  answered  i n  th e  a f f i r m a t i v e ,  th e n  t h e r e  
i s  no b a s i s  f o r  t a x  a l l o c a t i o n .  These q u e s t i o n s  w e re :  "Are  t a x
r u l e s  f o r  d e p r e c i a t i o n  methods  e x p e c t e d  to  r e m a in  a s  g e n e r o u s  a s  
t h e y  now a r e ? "  an d ,  " W i l l  a p o l i c y  o f  r e g u l a r  i n v e s t m e n t  i n  a s s e t s  
s u b j e c t  t o  d e p r e c i a t i o n  be m a i n t a i n e d ? " ^  I f  a p o s i t i v e  answer  i s
^ ° S i d n e y  D a v id so n ,  " A c c e l e r a t e d  D e p r e c i a t i o n  and t h e  A l l o c a t i o n  
o f  Income T a x e s , "  The A c c o u n t in g  Review , XXXIII ( A p r i l ,  1958 ) ,  173.
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g i v e n , ^  t h e n  t h e  t a x  d e f e r r a l  w i l l  n e v e r  have  t o  be p a i d  f o r  t h e  
d e f e r r a l  i s  p e r m a n e n t .  C o n s e q u e n t l y ,  t h e  r e s u l t i n g  r e a l i z e d  t a x  
s a v i n g  sh o u ld  be r e f l e c t e d  in  t h e  r e p o r t e d  income o f  t h e  e n t e r p r i s e  
d u r i n g  i t s  a c t i v e  l i f e . ^  John  C ough lan ,  in  e x p l a i n i n g  how t h e  
pe rm a n en t  t a x  d e f e r r a l  would come a b o u t  u n d e r  an e x p a n d in g  i n v e s t m e n t  
p rog ram ,  s t a t e d :
B e f o r e  any  d e f e r r a l  on t h e  f i r s t  a s s e t  can  b e  p a id  
( b e f o r e  s t r a i g h t - l i n e  d e p r e c i a t i o n  u sed  f o r  a c c o u n t i n g  
p u r p o s e s  e x c e e d s  d e p r e c i a t i o n  p e r  t a x  r e t u r n ) ,  a new 
d e p r e c i a b l e  a s s e t  may be p u r c h a s e d  and  a f u r t h e r  t a x  
r e d u c t i o n  p e r m i t t e d ,  w i t h  t h e  n e t  e f f e c t  t h a t  some p a r t  
o f  t h e  t a x  d e f e r r a l  i s  d e f e r r e d  i n d e f i n i t e l y .  What 
h a p p en s  i s  t h a t ,  d u r i n g  t h e  e a r l y  y e a r s ,  a c c e l e r a t e d  
d e p r e c i a t i o n  and a l a r g e  t a x  d e f e r r a l  i s  r a p i d l y  accum­
u l a t e d .  No t im e  comes ,  h ow ever ,  when a c c e l e r a t e d  
d e p r e c i a t i o n  f a l l s  b e lo w  s t r a i g h t - l i n e  d e p r e c i a t i o n .  
C o n s e q u e n t l y ,  t h e  d e f e r r e d  t a x e s  a r e  d e f e r r e d  f o r e v e r - -  
t h e y  a r e  n e v e r  p a i d  1^3
^ A s  d i d  Dale  S.  Harwood, J r . ,  "Y et  More on Tax A l l o c a t i o n , "
The A c c o u n t in g  Rev iew , XXXVI ( O c t o b e r ,  19 6 1 ) ,  6 2 1 -6 2 3 .  For a more 
t e c h n i c a l  a n a l y s i s  s u p p o r t i n g  t h e  p e rm a n e n t  p o s tp o n e m e n t  t h e s i s ,  
s e e  R o b e r t  E i s n e r ,  " D e p r e c i a t i o n  Under t h e  New Tax Law ,"  H arv a rd  
B u s i n e s s  Rev iew , XXXIII ( J a n u a r y - F e b r u a r y , 1 9 5 5 ) ,  6 6 - 7 4 .
^ I t  i s  i n t e r e s t i n g  to  n o t e  t h a t  t h e  AICPA, now an  a v i d  s u p p o r t e r  
o f  i n t e r p e r i o d  t a x  a l l o c a t i o n ,  u sed  t h i s  a rgum en t  i n  s u p p o r t i n g  ARB 
No. 44 a s  o r i g i n a l l y  i s s u e d  which  opposed  t a x  e f f e c t  a c c o u n t i n g .  The 
Commit tee  "had  i n  mind t h e  t y p i c a l  i n d u s t r i a l  e n t e r p r i s e  where  
r e p l a c e m e n t s  o f  d e p r e c i a b l e  a s s e t s  t a k e  p l a c e  w i t h  c o n s i d e r a b l e  
r e g u l a r i t y  o r  w here  t h e r e  i s  g r a d u a l  e x p a n s i o n  o f  p h y s i c a l  f a c i l i t i e s .
I n  such  c a s e s ,  i f  d e f e r r e d  income t a x e s  were  r e c o g n i z e d  i n  t h e  a c c o u n t s ,  
a l i a b i l i t y  b a l a n c e  would be  b u i l t  up which would be  r e d u c e d  o n ly  
d u r i n g  a p e r i o d  o f  c o n t r a c t i o n  o r  l i q u i d a t i o n . "  Carman B lough ,  "Some 
Q u e s t i o n s  on B u l l e t i n  No. 4 4 , "  The J o u r n a l  o f  A c c o u n ta n c y , IC (March, 
1 9 5 5 ) ,  68.
^ 3 j o h n  W. C ough lan ,  "Tax R e d u c t i o n s  and Tax D e f e r r a l s , "  The 
J o u r n a l  o f  B u s i n e s s , XXXI ( A p r i l ,  1 9 5 8 ) ,  125. See a l s o  J .  W. Crowe,
"A Look a t  D e p r e c i a t i o n  and Income T a x e s , "  The C an ad ian  C h a r t e r e d  
A c c o u n t a n t ,  LXIX ( J u l y ,  1 9 5 6 ) ,  4 5 - 5 3 .
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D e f e r r a l  i n c r e a s e s . M ich a e l  O c h i s ,  i n  making a th o r o u g h  r e v i e w  
o f  t h e  a d v a n t a g e s  and d i s a d v a n t a g e s  o f  a c c e l e r a t e d  d e p r e c i a t i o n ,  f u r t h e r  
e s t a b l i s h e d  t h a t  even  i f  e ac h  a s s e t  r e t i r e m e n t  i s  r e p l a c e d  by an e q u a l  
c o s t  a s s e t  a d d i t i o n  t h e r e  w i l l  be  a c o n t i n u i n g  d e f e r m e n t  o f  t h e  t a x  
paym en t .  Ochis  was a l s o  o f  t h e  o p i n i o n  t h a t  t h e  amount o f  d e f e r r e d  
t a x e s  p e r m a n e n t l y  p o s tp o n e d  can  be  e x p e c t e d  t o  i n c r e a s e ,  a s  e ac h  d o l l a r  
o f  r e t i r e d  a s s e t  w i l l  in  a l l  l i k e l i h o o d  e n g e n d e r  more t h a n  one d o l l a r  
o f  a d d i t i o n s .  He p o i n t e d  to  two f a c t o r s  in  s u p p o r t  o f  t h i s  c o n c l u s i o n :
(1) an i n c r e a s e d  p r i c e  l e v e l ,  and  (2) t h e  c o n t i n u e d  improvement  o f  
p r o d u c t i o n  t e c h n o l o g y  which  i s  g e n e r a l l y  r e f l e c t e d  in  r e p l a c e m e n t  o f  
e x i s t i n g  e q u ip m e n t  and manpower by  more o r  l a r g e r  e q u ip m e n t  w i t h  l e s s  
m a n p o w e r . ^  T hese  a r e  a d d i t i o n a l  f a c t o r s  w hich  s e e m in g ly  s u p p o r t  th e  
i d e a  t h a t  d e f e r r e d  t a x e s  a r e  p e r m a n e t l y  d e f e r r e d  and hence  r u l e s  o u t  
i n t e r p e r i o d  t a x  a l l o c a t i o n .
S u b j e c t i v i t y  and u n c e r t a i n t y . I t  i s  f r e q u e n t l y  p o i n t e d  o u t  t h a t  
i n t e r p e r i o d  t a x  a l l o c a t i o n  i s  f u l l  o f  a s s u m p t i o n s  a b o u t  t h e  f u t u r e .  
O pponents  o f  t a x  a l l o c a t i o n  n e v e r  f a i l  t o  m e n t io n  t h a t  d e f e r r e d  t a x  
a c c o u n t i n g  i s  n o t  r e s t r i c t e d  to  a r e p o r t i n g  o f  what h a s  happened  b u t  
e x t e n d s  beyond t h i s  p o i n t  t o  a f o r e c a s t  o f  what w i l l  happen  in  t h e  
f u t u r e .  I t  i s  a rg u e d  t h a t  such an e x t e n s i o n  o b v i o u s l y  e x c e e d s  t h e  
a c c o u n t a n t ' s  acknow ledged  r e s p o n s i b i l i t y  i n s o f a r  a s  h i s  e x a m i n a t i o n
^ M i c h a e l  O c h i s ,  " P r o s  and Cons o f  A c c e l e r a t e d  D e p r e c i a t i o n , "  
L. R. B. & M. J o u r n a l ,  XXXVII ( O c to b e r - D e c e m b e r , 19 5 6 ) ,  10.
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o f  and r e p o r t i n g  on f i n a n c i a l  s t a t e m e n t s  g o e s . ^  To implement  th e  
a l l o c a t i o n  p r i n c i p l e ,  t h e  f o r e c a s t e r  must r e l y  h e a v i l y  upon h i s  sub­
j e c t i v e  ju d g m e n t .  F i n a n c i a l  r e p o r t i n g  sho u ld  be o b j e c t i v e .  O th e r w i s e ,  
t h e  i n f o r m a t i o n a l  c o n t e n t  o f  t h e  r e p o r t  i s  i n e v i t a b l y  r e d u c e d ,  and 
even somet imes  d i s t o r t e d . ^
In  s h o r t ,  th e  p o s i t i o n  i s  t a k e n  by o p p o n e n t s  o f  t a x  a l l o c a t i o n  
t h a t  t h e r e  a r e  too  many u n c e r t a i n t i e s  a s s o c i a t e d  w i th  between y e a r s  
a l l o c a t i o n ;  a b o u t  f u t u r e  t a x  r a t e s ;  a b o u t  f u t u r e  e x p a n s io n  and r e p l a c e ­
ment p o l i c i e s  o f  t h e  f i r m ;  and a b o u t  w h e th e r  t h e r e  w i l l  be  f u t u r e  income. 
P o t e n t i a l  c o n f u s i o n  from t a x  a l l o c a t i o n  o u tw e ig h s  p o t e n t i a l  added 
u s e f u l n e s s  t o  f i n a n c i a l  s t a t e m e n t s .  T h e r e f o r e ,  a l t h o u g h  th e  m a t t e r  
i s  one r e q u i r i n g  d i s c l o s u r e ,  f o o t n o t e s  a r e  a more a p p r o p r i a t e  means 
th a n  a r e  t a x  e f f e c t  a c c o u n t i n g  p r o c e d u r e s
P r e s u m p t io n  A g a i n s t  A l l o c a t i o n
In  b r i e f ,  t h e  a rgum en ts  a g a i n s t  t a x  a l l o c a t i o n  m a i n t a i n  t h a t  t h e  
p o s s i b l e  f u t u r e  o f f s e t s  to  a r t i f i c i a l l y  c r e a t e d  b a l a n c e  s h e e t  t a x  
a c c o u n t s  a r e  o f t e n  so s u b j e c t  t o  u n u s u a l  u n c e r t a i n t i e s ;  d e f e r r e d  t a x  
a c c o u n t i n g  in  so many c a s e s  may be undu ly  c o m p l i c a t e d ;  and d i s c l o s u r e
^ M c D o n a ld ,  £ £ .  c i t . , p .  47 .  See a l s o  U n i ted  S t a t e s  S e c u r i t i e s  
and Exchange Commission,  " I n  t h e  M a t t e r  o f  'C h a r g e s  i n  L ieu  o f  Income 
T a x e s , ' "  _op. c i t . ,  pp.  143-148.
^ H i l l ,  op ,  c i t . , p.  361.
^ S e e  H e r b e r t  E. M i l l e r ,  "How Much Income Tax A l l o c a t i o n ? "  The 
J o u r n a l  o f  A c co u n ta n c y , CXIV (A ugus t ,  1962) ,  4 7 .
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by  a c c r u a l  may be more c o n f u s i n g  th a n  e n l i g h t e n i n g .  T h e r e f o r e ,  such
t e c h n i q u e s  a r e  u n d e s i r a b l e . ^ ®
Weldon P o w e l l  summed up th e  g e n e r a l  f e e l i n g  o f  t h e  a d v o c a t e s
o f  n o n - a l l o c a t i o n  o f  income t a x e s :
I  would s t a r t  w i th  t h e  p r e s u m p t i o n  t h a t  t h e  t a x  p a i d  o r  
p a y a b l e  f o r  a g i v e n  p e r i o d  s h o u ld  be shown a s  a c h a r g e  i n  
t h e  p e r i o d  f o r  which i t  i s  p a i d .  1 would d e p a r t  f rom t h i s  
p r e s u m p t i o n  o n l y  t o  c o r r e c t  an o b v io u s  d i s t o r t i o n  o f  income 
o r  t o  a v o id  an income p r e s e n t a t i o n  which m ig h t  be  m i s l e a d i n g .
I n  o t h e r  w o rd s ,  I  t h i n k  t h e  p r e s u m p t i o n  s h o u ld  be  a g a i n s t  
a l l o c a t i o n . ^
The a d m o n i t i o n  o f  t h e  above  d e s c r i b e d  a c c o u n t a n t s  i s :  " L e t  t h e
r e p o r t e d  t a x  e x p e n s e  f o l l o w  t h e  t a x  r e t u r n ! "
D. SUPPORT FOR INTERPERIOD TAX ALLOCATION
As r e p o r t e d  e a r l i e r  i n  t h i s  s t u d y ,  t h e  A merican  I n s t i t u t e  o f  
C e r t i f i e d  P u b l i c  A c c o u n t a n t s  and t h e  S e c u r i t i e s  and Exchange 
Commission a r e  c u r r e n t l y  on r e c o r d  recommending i n t e r p e r i o d  t a x  
a l l o c a t i o n .  A p p a r e n t l y ,  t h e n ,  some r a t h e r  c o n v i n c i n g  a rg u m e n ts  can 
b e  p r e s e n t e d  i n  b e h a l f  o f  i n t e r p e r i o d  t a x  a l l o c a t i o n .
More A c c u r a t e  Income R e p o r t i n g
The key a rg u m en t  i n  s u p p o r t  o f  i n t e r p e r i o d  t a x  a l l o c a t i o n  i s  
t h a t  i t  y i e l d s  more a c c u r a t e  income r e p o r t i n g .  Tax e f f e c t  a c c o u n t i n g
^ A m e r i c a n  A c c o u n t in g  A s s o c i a t i o n ,  Commit tee  on A c c o u n t in g  
C o n cep ts  and S t a n d a r d s ,  " A c c o u n t in g  and R e p o r t i n g  S t a n d a r d s  f o r  
C o r p o r a t e  F i n a n c i a l  S t a t e m e n t s - - 1957 R e v i s i o n , "  op .  c i t . , p .  7 .
49powell, op. cit., p. 28.
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a v o i d s  o v e r s t a t i n g  n e t  income i n  th e  e a r l y  y e a r s  ( f o r  i n s t a n c e  i n  t h e  
c a s e  o f  t h e  u t i l i z a t i o n  o f  a c c e l e r a t e d  d e p r e c i a t i o n  m ethods  f o r  t a x  
p u r p o s e s  b u t  n o t  f o r  a c c o u n t i n g  p u r p o s e s )  when t h e  t a x  r e d u c t i o n  i s  
t h e  g r e a t e s t  and u n d e r s t a t i n g  n e t  income in  t h e  l a t e r  y e a r s  when th e  
t a x  p a y a b l e  e x c e e d s  t h e  t a x  b a se d  on b u s i n e s s  incom e.  Hence,  t a x
a l l o c a t i o n  s e e k s  t o  p r o d u c e  t h e  same t o t a l  r e v e n u e  d e d u c t i o n s  a s  would
have  been  r e p o r t e d  had t h e r e  n e v e r  been  a d i f f e r e n c e  i n  t a x a b l e  and 
b u s i n e s s  income.
T h i s  " n o r m a l i z a t i o n "  o f  r e p o r t e d  n e t  income v i a  t a x  a l l o c a t i o n  
i s  d e f e n d e d  on t h e  g r o u n d s  t h a t  s i n c e  t h e  v a l u e  o f  a b u s i n e s s  i s  
d e r i v e d  from i t s  income p a t t e r n ,  e v e r y  s t e p  p o s s i b l e  s h o u l d  be t a k e n  
t o  r e p o r t  e a r n i n g s  a s  r e a l i s t i c a l l y  a s  p o s s i b l e .  Tax d e f e r r a l s  
" r e p r e s e n t s  one o f  t h e  a p p r o a c h e s  to  th e  s h a r p e n i n g  o f  t h e  m ethods  o f  
d e t e r m i n i n g  n e t  e a r n i n g s . 1'"*® As a c a s e  i n  p o i n t ,  A lan  C e r f ,  a f t e r  
p r e s e n t i n g  a somewhat r i g o r o u s  a n a l y s i s  o f  t h e  way a l t e r n a t i v e  
t r e a t m e n t s  o f  t h e  " t a x  e f f e c t s "  a r i s i n g  from d i f f e r e n c e s  i n  t i m i n g  
a r e  r e f l e c t e d  i n  th e  o p e r a t i n g  r e s u l t s  o f  e n t e r p r i s e s ,  c o n c l u d e d  t h a t  
t h e  " t a x  a l l o c a t i o n  p r o c e d u r e  i s  t h e  s u p e r i o r  method from th e  s t a n d ­
p o i n t  o f  i n v e s t m e n t  d e c i s io n - m a k in g . " " * ^
These  c o n c l u s i o n s  a r e  b a se d  on t h e  p r e m i s e  t h a t  when t h e  t a x  
b a se d  on b u s i n e s s  income i n i t i a l l y  e x c e e d s  t h e  t a x  p e r  t a x  r e t u r n ,
"*®Hans J .  S h i e l d ,  " A l l o c a t i o n  o f  Income T a x e s , "  The J o u r n a l  o f  
A c c o u n t a n c y , C I I I  ( A p r i l ,  1957) ,  53 .
5-^Alan R. C e r f ,  "Tax A l l o c a t i o n  and I n v e s t m e n t  D e c i s i o n s , "  The 
C a l i f o r n i a  Management Rev iew , I I I  ( F a l l ,  1 9 6 0 ) ,  49 .
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t h e  income s t a t e m e n t s  may r e f l e c t  a r e s u l t  which  i s  l i k e l y  t o  l e a d  t h e  
r e a d e r  i n t o  an o v e r e s t i m a t i o n  o f  f u t u r e  e a r n i n g  p o w e r . 52 C o n v e r s e l y ,  
when th e  t a x  p e r  t a x  r e t u r n  i n i t i a l l y  e x c e e d s  t h e  t a x  p e r  b u s i n e s s  
incom e,  w i t h o u t  a l l o c a t i o n  t h e  r e a d e r  may be l e d  t o  an u n d e r e s t i m a t i o n  
o f  f u t u r e  e a r n i n g  power .  Thus ,  i t  i s  c o n c lu d e d  t h a t  t a x  a l l o c a t i o n  
i s  n e c e s s a r y  f o r  f a i r ,  r e a l i s t i c  income r e p o r t i n g .  To do o t h e r w i s e ,  
t h e s e  a c c o u n t a n t s  a r g u e ,  r e s u l t s  i n  i n a c c u r a t e  r e p o r t i n g  and p e r h a p s  
even  i n  a d i s s e r v i c e  t o  t h e  u s e r  o f  t h e  s t a t e m e n t . 53 i n  s h o r t ,  s t a t e ­
ment u s e r s  may be m i s l e d  i n  a p p r a i s i n g  t h e  p r o f i t  p o t e n t i a l  and c o n t r o l  
o f  f u t u r e  o p e r a t i o n s  i f  t h e r e  i s  a f a i l u r e  to  a l l o c a t e  income t a x e s .
P r o v i d e s  an  E q u i t a b l e  M atch in g  o f  Expenses  and Revenues
The p o s i t i o n  t h a t  income t a x  a l l o c a t i o n  i s  n e c e s s a r y  t o  r e f l e c t  
a r e a l i s t i c  e a r n i n g s  p i c t u r e  i s  g ro u n d ed  i n  t h e  b a s i c  a c c o u n t i n g  
t e n e t  t h a t  such  p r o c e d u r e s  a c c o m p l i s h  an e q u i t a b l e  m a tc h in g  o f  c o s t s  
and r e v e n u e s .  In  o t h e r  w o rd s ,  t h e  p r o p o n e n t s  o f  t a x  a l l o c a t i o n  a r g u e  
t h a t  t h e r e  must be an a l l o c a t i o n  o f  income t a x  e x p e n s e  among p e r i o d s  
i n  r e l a t i o n  to  t h e  b u s i n e s s  income r a t h e r  t h a n  t h e  t a x a b l e  income.  
W i l l a r d  Graham h a s  s t a t e d  t h i s  p o s i t i o n  w e l l :
^ F o r  ex am p le ,  c o n s i d e r  t h e  f o l l o w i n g  q u o t e :  "The f a i l u r e  to
s e t  up such  a r e s e r v e  ( f o r  d e f e r r e d  t a x e s )  r e s u l t s  i n  an o v e r s t a t e ­
ment o f  b u s i n e s s  i n c o m e . "  W i l l a r d  Graham, "The A p p l i c a t i o n  o f  
D e c l in in g -A m o u n t  Methods o f  D e p r e c i a t i o n  to  F i n a n c i a l  and Cos t  
A c c o u n t i n g , "  The Ohio C e r t i f i e d  P u b l i c  A c c o u n t a n t , XV ( W i n t e r ,  1956) ,  
10- 1 1 .
• ^ R o b e r t  L.  C a r r ,  " A l l o c a t i o n  o f  F e d e r a l  Income Tax— Review and 
E x p l a n a t i o n , "  N.A.A. B u l l e t i n , XLIV (December,  1962) ,  10.
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The r e d u c t i o n  i n  income t a x  which r e s u l t s  from a d d i t i o n a l  
d e p r e c i a t i o n  d e d u c t i o n s  f o r  t a x  p u r p o s e s  . . .  s h o u ld  n o t , 
in  my o p i n i o n ,  be  c o n s i d e r e d  an im m e d ia te  s a v i n g s  i n  
ex p e n s e  t o  be r e f l e c t e d  i n  c u r r e n t  income . . .  A t a x  
r e d u c t i o n  which  i s  d i r e c t l y  r e l a t e d  t o  a c o r r e s p o n d i n g  
i t e m  o f  e x p e n s e  . . . s h o u ld  n o t  be  r e f l e c t e d  a s  a c r e d i t  
t o  income u n t i l  t h e  c o r r e s p o n d i n g  e x p en se  i s  c h a r g e d  to  
income.  ^
Oponents  t o  t a x  a l l o c a t i o n  g e n e r a l l y  do n o t  a t t a c k  th e  p o s i t i o n  
t h a t  such  p r o c e d u r e s  do p r o v i d e  f o r  a more e q u i t a b l e  m a tc h in g  o f  
e x p e n s e s  and r e v e n u e s ,  r a t h e r  t h e y  p r e s e n t  o t h e r  a rg u m e n ts  which  
a r e  o f t e n  open t o  s e r i o u s  q u e s t i o n  l i k e  t h e  p e rm a n e n t  d e f e r r a l  
a r g u m e n t .
O b j e c t i o n s  t o  P e rm a n e n t  Tax D e f e r r a l  T h e s i s
Government l o a n  v i e w p o i n t . In  answ er  t o  t h e  a rgum en t  t h a t  t h e  
t a x  d e f e r r a l  i s  p e r m a n e n t ,  i n  t h e  c a s e  o f  a c c e l e r a t e d  d e p r e c i a t i o n ,  
J a e d i c k e  and N e lson  have  p r e s e n t e d  a c a s e  f o r  c o n s i d e r i n g  t h e  d e f e r r e d  
t a x  c r e d i t  a s  a gov e rn m en t  " l o a n . "  They drew an a n a l o g y  w i t h  an 
e x p a n d in g  f i r m  w hich  i n c r e a s e s  i t s  a c c o u n t s  p a y a b l e  o v e r  t im e  and 
t h u s  becomes a t y p e  o f  p e rm a n en t  l i a b i l i t y  t h a t  i s  n e v e r  l i k e l y  to  
be p a i d  u n t i l  l i q u i d a t i o n  o f  t h e  f i r m .  T r u e ,  t h e  o r i g i n a l  a c c o u n t s  
w i l l  be  p a i d ,  b u t  a d d i t i o n a l  d e b t s  a r e  i n c u r r e d  i n  an i n c r e a s i n g  
am ount .  The same p r i n c i p l e ,  in  t h e i r  o p i n i o n ,  h o l d s  f o r  t h e  " income 
t a x  l o a n . "
I f  t h e  income t a x  i s  l e v i e d  on "one  a s s e t , "  i t  i s  t r u e  t h a t  
i n  t h e  l a t e r  y e a r s  o f  l i f e  t h e  f i r m  w i l l  pay  t h e  governm en t
^ W i l l a r d  J .  Graham, "Income Tax A l l o c a t i o n , "  The A c c o u n t in g  
R ev iew , XXXIV ( J a n u a r y ,  1 9 5 9 ) ,  1 5 -1 6 .
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back  p a r t  o f  t h e  " l o a n "  t h a t  i t  r e c e i v e d  in  t h e  e a r l y  
y e a r s .  However,  i n  an expand ing  f i r m ,  a n o t h e r  a s s e t  w i l l  
be  p u r c h a se d  in  t h e  second p e r i o d  which w i l l  g i v e  t h e  f i r m  
more "b o r ro w in g  power" and t h e  " t a x  l o a n "  . . . w i l l  a t  
l e a s t  r em a in  t h e  same o r  p e r h a p s  i n c r e a s e  i n  a m o u n t .^5
C o n t inuous  t u r n o v e r . Graham p r e s e n t e d  a s i m i l a r  c a s e  when he
p o i n t e d  o u t  t h a t  t h e  t o t a l  d e f e r r a l  f o r  any c o r p o r a t i o n  i s  t h a t  n e t
e f f e c t  o f  two s e t s  o f  r e p e t i t i v e  t r a n s a c t i o n s :
(a) t h e  p e r i o d i c  a d d i t i o n s  t o  t h e  p o t e n t i a l  f u t u r e  t a x  
l i a b i l i t y  which a r i s e s  from s u c c e s s i v e  d e d u c t i o n s  f o r  t a x  
p u r p o s e s  p r i o r  t o  r e c o g n i t i o n  a s  e x p e n s e ,  and (b) th e  
" m a t u r i n g "  o f  segm ents  o f  t h i s  l i a b i l i t y ,  p e r i o d i c a l l y ,  a s  
t h e r e  a r e  r e c o g n i z e d  a s  e x p e n s e s  t h e  i t e m s  which have  been  
t a k en  a s  d e d u c t i o n s  f o r  t a x  p u r p o s e s  in  p r i o r  p e r i o d s . - ^
Then Graham posed th e  q u e s t i o n :
J u s t  when do we s t o p  . . .  i n  a c c e p t i n g  th e  p r i n c i p l e  t h a t  
t h e  i n c u r r e n c e  o f  a l i a b i l i t y  (and t h e  a t t e n d a n t  e x p e n s e s )  
may be  i g n o r e d  _if t h e r e  i s  a p r o b a b i l i t y  t h a t  when th e  
l i a b i l i t y  m a t u r e s - - a n d  i t  i s  p a i d - - t h e  fu n d s  f o r  t h e  pay­
ment w i l l  be p r o v i d e d  by t h e  i n c u r r e n c e  o f  a n o t h e r  l i a b i l i t y - -  
which i n  t u r n - - a n d  so ,  ad i n f i n i t u m ? ^ 7
Expans ion  a s s u m p t i o n . George R i c h a r d s o n ,  i n  a n sw e r in g  th e  
o b j e c t i o n  t h a t  t a x  d e f e r r a l s  a r e  p e rm anen t  i n  r e s p e c t  t o  p l a n t  a s s e t s  
p o i n t e d  o u t  t h a t  such o b j e c t i o n s  r e s t  on t h e  a s s u m p t io n  t h a t  t h e  
f i r m  w i l l  expand .  At b e s t  t h e  r a t e  o f  e x p a n s i o n ,  in  h i s  o p i n i o n ,  
i s  a m a t t e r  o f  g r e a t  u n c e r t a i n t y .  F u r t h e r m o r e ,  even though e x p a n s io n  
may be c o n t i n u o u s  ov e r  t im e ,  i t  may o c c u r  a t  i n f r e q u e n t  i n t e r v a l s  in
- ^ R o b e r t  K. J a e d i c k e  and C a r l  L.  N e l so n ,  "The A l l o c a t i o n  of  
Income Taxes - -A  D e f e n s e , "  The A c co u n t in g  Review, XXXV ( A p r i l ,  1960),  
279.
■*^Graham, "Income Tax A l l o c a t i o n , "  c i t . , p .  20.
57Ibid.
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l a r g e  u n i t s  and i n  b e tw ee n  t h e r e  may be  many y e a r s  i n  which  t h e  t a x  
d e p r e c i a t i o n  w i l l  be  l e s s  th a n  book d e p r e c i a t i o n ,  which may g r e a t l y  
r e d u c e  t h e  a cc u m u la t e d  d e f e r r e d  t a x  c r e d i t ,  even though  i t  d o e s  n o t  
c o m p l e t e l y  e l i m i n a t e  i t . ^ 8  i n  e s s e n c e ,  t h e  d e f e r r a l  may n o t  h a v e  a 
v e r y  p e rm a n en t  n a t u r e  a t  a l l .
Going c o n c e r n  a s s u m p t i o n . O b j e c t o r s  t o  t a x  a l l o c a t i o n  o f t e n  
d e f e n d  t h e  "p e rm an en ce"  o f  t h e  t a x  d e f e r r a l  on t h e  g o in g  c o n c e r n  
a s s u m p t i o n .  T h a t  i s ,  t h e y  a r g u e  t h a t  i t  i s  v a l i d  t o  assume t h a t  a 
f i r m  w i l l  c o n t i n u e  to  grow o r  be  a c t i v e ,  n e v e r  d e c r e a s i n g  i t s  i n v e s t ­
m ents  i n  d e p r e c i a b l e  a s s e t s ,  u n d e r  t h e  c o n t i n u i t y  o f  e x i s t e n c e  
a s s u m p t i o n .  In  r e p l y  t o  t h i s  a r g u m e n t ,  J .  E. Sands p o i n t e d  o u t  t h a t  
s i n c e  no b u s i n e s s  l a s t s  f o r e v e r ,  i t  would h a r d l y  be v a l i d  t o  c o n s i d e r  
d e f e r r e d  t a x e s  a p e rm a n e n t  g a i n  on t h e  g round  t h a t  a b u s i n e s s  w i l l  
n e v e r  d i e .  In  h i s  o p i n i o n :
The g o i n g - c o n c e r n  a s s u m p t i o n  c a n n o t  be  u sed  t o  j u s t i f y  such  
an  i n t e r p r e t a t i o n .  The g o i n g - c o n c e r n  a s s u m p t i o n  i s  made t o  
p r o v i d e  a b a s i s  f o r  a l l o c a t i n g  l o n g - t e r m  c o s t s  and r e v e n u e s  
and r e q u i r e s  o n l y  t h a t  one assume t h e  b u s i n e s s  w i l l  l a s t  
l o n g e r  t h a n  any  o f  i t s  a s s e t s  o r  l i a b i l i t i e s .  I t  i s  an un­
w a r r a n t e d  e x t e n s i o n  o f  t h i s  a s s u m p t i o n  t o  i n t e r p r e t  i t  t o  
mean t h a t  a l l  g o in g  b u s i n e s s e s  have  i n f i n i t e  l i f e t i m e s . ^9
^®George G. R i c h a r d s o n ,  "Does D i m i n i s h i n g  B a l a n c e  D e p r e c i a t i o n  
R e s u l t  i n  R ea l  and  P e rm anen t  Tax S a v in g s ? "  The C anad ian  C h a r t e r e d  
A c c o u n t a n t ,  LXX ( J u n e ,  1 9 5 7 ) ,  524.
"*^J. E. S an d s ,  " D e f e r r e d  Tax C r e d i t s  A re  L i a b i l i t i e s , "  The 
A c c o u n t in g  Rev iew , XXXIV ( O c t o b e r ,  1 9 5 9 ) ,  585 .
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E. SUMMARY AND APPRAISAL
T here  a r e  numerous i n s t a n c e s  w here  t h e  t a x  law c a l l s  f o r  
r e c o g n i t i o n  o f  t r a n s a c t i o n s  i n  d i f f e r e n t  p e r i o d s  t h a n  i s  g e n e r a l l y  
a c c e p t e d  f o r  f i n a n c i a l  r e p o r t i n g  p u r p o s e s .  W i th o u t  d o u b t ,  t h e  most 
common and i m p o r t a n t  c a s e  i s  w here  l i b e r a l i z e d  d e p r e c i a t i o n  i s  a l l o w e d  
f o r  t a x  p u r p o s e s  b u t  n o t  f o l l o w e d  f o r  a c c o u n t i n g  p u r p o s e s .  Tax e f f e c t  
a c c o u n t i n g ,  commonly c a l l e d  i n t e r p e r i o d  t a x  a l l o c a t i o n ,  a t t e m p t s  to  
r e c o r d  i n  t h e  a c c o u n t s  t h e s e  t i m i n g  d i f f e r e n c e s .
At t h e  p r e s e n t  t im e ,  t h e  A m er ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  
A c c o u n t a n t s  and t h e  S e c u r i t i e s  and Exchange Commission s u p p o r t  i n t e r ­
p e r i o d  t a x  a l l o c a t i o n  w h i l e  t h e  A mer ican  A c c o u n t in g  A s s o c i a t i o n  i s  
opposed  t o  t a x  d e f e r r a l  a c c o u n t i n g .
The g e n e r a l  o p p o s i t i o n  to  i n t e r p e r i o d  t a x  a l l o c a t i o n  m a i n t a i n s  
t h a t  such  t e c h n i q u e s  s im p ly  a r e  income n o r m a l i z a t i o n  d e v i c e s  and a s  
such  s h o u ld  be r e j e c t e d .  F u r t h e r ,  i t  i s  a rg u e d  t h a t  t h e  t a x  d e f e r r a l ,  
i n  t h e  c a s e  o f  d e p r e c i a t i o n ,  i s  p e rm a n en t  and t h e r e f o r e  s h o u ld  n o t  be 
r e c o g n i z e d  i n  t h e  a c c o u n t s .  F i n a l l y ,  t h e  a rg u m en t  i s  p r e s e n t e d  t h a t  
t a x  a l l o c a t i o n  a c c o u n t i n g  i n v o l v e s  to o  much s u b j e c t i v i t y  and u n c e r ­
t a i n t y ;  t h e  a c c o u n t a n t  sh o u ld  h ave  no p a r t  o f  such  t e c h n i q u e s .
On t h e  o t h e r  h a n d ,  p r o p o n e n t s  o f  t a x  e f f e c t  a c c o u n t i n g  o f f e r  
r a t h e r  c o n v i n c i n g  r e b u t t a l s  to  e ach  o f  t h e s e  p r o p o s i t i o n s .  F i r s t ,  
t h e  c o n t e n t i o n  t h a t  i n t e r p e r i o d  t a x  a l l o c a t i o n  i s  m e r e l y  an income 
n o r m a l i z a t i o n  d e v i c e  i s  unsound .  Tax e f f e c t  a c c o u n t i n g  i s  f i r m l y  
b a se d  i n  c o n te m p o r a r y  a c c o u n t i n g  t h e o r y  f o r  i t  i s  s im p ly  a p r o c e d u r e  
f o r  p r o v i d i n g  a more e q u i t a b l e  m a tc h in g  o f  e x p e n s e s  w i t h  r e v e n u e s .
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Tax d e f e r r a l s  r e p r e s e n t  one o f  t h e  a p p r o a c h e s  t o  t h e  s h a r p e n i n g  o f  t h e  
methods  o f  d e t e r m i n i n g  n e t  e a r n i n g s .  I t  i s  no more o f  an income 
n o r m a l i z a t i o n  d e v i c e  th a n  a r e  many o f  t h e  o t h e r  a c c o u n t i n g  p r a c t i c e s  
a d h e r e d  t o  in  a c c r u a l  a c c o u n t i n g .
The second  a r g u m e n t - - t h a t  t a x  d e f e r r a l s  a r e  p e rm a n en t  and hence  
do n o t  need r e c o g n i t i o n  in  t h e  a c c o u n t s - - i s  a l s o  an i n a d e q u a t e  o b j e c t i o n  
to  t a x  d e f e r r a l  a c c o u n t i n g .  T h i s  s t u d y  h a s  shown r a t h e r  c o n c l u s i v e l y  
t h a t  t h e  t a x  r e d u c t i o n  i s  no more p e r m a n e n t l y  d e f e r r e d  t h a n  a r e  
a c c o u n t s  p a y a b l e  f o r  an e x p a n d in g  e n t e r p r i s e .  T h e re  a r e  c o n t i n u o u s  
a d d i t i o n s  and r e d u c t i o n s  t o  t h e  d e f e r r e d  t a x  a c c o u n t  and t h e r e f o r e  
do need r e c o g n i t i o n .
T h i r d ,  t h e  a rg u m en t  t h a t  t a x  d e f e r r a l  a c c o u n t i n g  i s  p l a g u e d  w i t h  
t o o  much s u b j e c t i v i t y  and u n c e r t a i n t y  d o e s  n o t  p r o v i d e  enough con­
v i n c i n g  e v i d e n c e  t o  w a r r a n t  r e j e c t i n g  t h i s  a p p r o a c h  to  sound income 
r e p o r t i n g .
Once i t  i s  a c c e p t e d  t h a t  i n t e r p e r i o d  t a x  a l l o c a t i o n  i s  a more 
r e a l i s t i c  a p p r o a c h  t o  income d e t e r m i n a t i o n ,  th e n  and o n l y  t h e n ,  
sh o u ld  a t t e n t i o n  be  d i r e c t e d  t o  t h e  p ro b lem s  o f  im p le m e n t in g  such  a 
p r o c e d u r e .  As o p p o n e n t s  t o  t a x  a l l o c a t i o n  a r e  q u i c k  t o  p o i n t  o u t ,  one 
o f  t h e  f i r s t  p r o b le m s  which  must be  r e s o l v e d  i s  t h e  p r o p e r  b a l a n c e  
s h e e t  r e p o r t i n g  o f  t h e  t a x  d e f e r r a l s .  T h i s  and o t h e r  p ro b lem s  
s u r r o u n d i n g  t h e  p r a c t i c e  o f  i n t e r p e r i o d  t a x  a l l o c a t i o n  a r e  c o n s i d e r e d  
n e x t .
CHAPTER V
IMPLEMENTATION PROBLEMS OF INTERPERIOD TAX ALLOCATION
The a n a l y s i s  o f  t h e  p r e v i o u s  c h a p t e r  c o n c lu d e d  t h a t  i n  l i g h t  of  
th e  c u r r e n t  em phas is  p l a c e d  upon t h e  r e p o r t e d  e a r n i n g s  r a t h e r  th a n  
t h e  f i n a n c i a l  p o s i t i o n  o f  a f i r m ,  i n t e r p e r i o d  t a x  a l l o c a t i o n  i s  a 
r e a l i s t i c  a p p ro a ch  to  f i n a n c i a l  r e p o r t i n g .  Im p lem en t ing  t h e  p r a c t i c e  
o f  i n t e r p e r i o d  t a x  a l l o c a t i o n ,  however ,  g i v e s  r i s e  t o  s e v e r a l  immense 
p rob lem s  f o r  t h e  a c c o u n t a n t .  For exam ple ,  t h e  a c c o u n t a n t  must r e s o l v e  
t h e  c l a s s i f i c a t i o n  p rob lem  f o r  r e p o r t i n g  t h e  t a x  d e f e r r a l  on the  
b a l a n c e  s h e e t .  I n  a d d i t i o n ,  he must d e t e r m i n e  th e  p r o p e r  a d j u s t ­
m e n t s ,  i f  an y ,  o c c a s i o n e d  by a change  i n  c o r p o r a t e  income t a x  r a t e s .  
These a r e  t h e  p r i n c i p a l  p rob lem s  o f  i n t e r p e r i o d  t a x  a l l o c a t i o n  con­
s i d e r e d  i n  t h i s  c h a p t e r .
A. AN EXAMINATION OF THE PROPOSALS FOR 
CLASSIFICATION OF TAX DEFERRALS
For some t im e ,  a c c o u n t a n t s  h ave  s t r u g g l e d  w i th  t h e  t a x - d e f e r r a l -  
c l a s s i f i c a t i o n  p rob lem  a s s o c i a t e d  w i t h  t h e  p r a c t i c e  o f  i n t e r p e r i o d  
income t a x  a l l o c a t i o n .  In t h e  d i s c u s s i o n  o f  t h e  o b j e c t i o n s  t o  i n t e r ­
p e r i o d  t a x  a l l o c a t i o n ,  i t  w i l l  be r e c a l l e d  t h a t  th e  o p p o n e n t s  o f  t a x  
e f f e c t  a c c o u n t i n g  p o i n t e d  to  t h i s  c l a s s i f i c a t i o n  p rob lem  and con­
c lu d e d  t h a t  t a x  a l l o c a t i o n  shou ld  n o t  be p r a c t i c e d .  In  t h e i r  o p i n i o n ,
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t a x  d e f e r r a l s  a r e  n e i t h e r  a s s e t s  no r  l i a b i l i t i e s .  One o f  the  p r e m is e s  
o f  t h i s  s t u d y ,  however ,  i s  t h a t  r e a l i s t i c  income r e p o r t i n g  sho u ld  n o t  
be s u p e r s e d e d  by  b a l a n c e  s h e e t  c l a s s i f i c a t i o n  d i f f i c u l t i e s .  I n  o t h e r  
w ords ,  i n t e r p e r i o d  income t a x  a l l o c a t i o n  sh o u ld  n o t  be d i s c a r d e d  s im p ly  
b e c a u s e  th e  t a x  d e f e r r a l s  may n o t  meet the  c o n v e n t i o n a l  d e f i n i t i o n s  f o r  
a s s e t s  and l i a b i l i t i e s .
The n e x t  s e c t i o n  o f  t h i s  s t u d y  w i l l  c r i t i c a l l y  examine each  o f  
th e  p r o p o s a l s  which have  been  o f f e r e d  f o r  r e p o r t i n g  th e  t a x  d e f e r r a l s  
i n  an a t t e m p t  to  d e l i n e a t e  which a l t e r n a t i v e  b e s t  f i t s  w i t h i n  th e  
e x i s t i n g  framework o f  a c c o u n t i n g  t h e o r y .
Flow-Through Method
One o f  th e  f i r s t  s u g g e s t e d  t r e a t m e n t s  o f  t h e  t a x  r e d u c t i o n ,  
p a r t i c u l a r l y  where d i f f e r e n c e s  i n  d e p r e c i a t i o n  methods  gave  r i s e  to 
th e  t im in g  d i f f e r e n c e s ,  was t o  c o n s i d e r  t h e  t a x  s a v i n g s  a s  a p a r t  of
ow ners '  e q u i t y .  For r a t h e r  o b v io u s  r e a s o n s  p u b l i c  u t i l i t i e s  have
been s t r o n g  s u p p o r t e r s  o f  t h i s  t r e a t m e n t .
C r i t i c i s m s . The re  i s  l i t t l e  j u s t i f i c a t i o n ,  however ,  f o r  con­
s i d e r i n g  t h e  t a x  d e f e r r a l  a p a r t  of  ow ners '  e q u i t y .  B r in g in g  t h e  t a x
r e d u c t i o n ,  i n  th e  c a s e  of  u s i n g  a c c e l e r a t e d  d e p r e c i a t i o n  f o r  t a x
p u r p o s e s  b u t  n o t  f o r  book p u r p o s e s ,  i n t o  s h a r e h o l d e r s '  e q u i t y  means 
b r i n g i n g  i t  i n t o  r e t a i n e d  e a r n i n g s ;  th e  t a x  s a v i n g s  i s  s a i d  t o  " f lo w -  
t h r o u g h ” to  u n d i s t r i b u t e d  e a r n i n g s .  The r e s u l t  o f  such a t e c h n i q u e ,  
o f  c o u r s e ,  g i v e s  th e  anomaly o f  r e d u c i n g  p r o f i t s  and th e n  u s i n g  th e
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r e d u c t i o n  to  i n c r e a s e  s u r p l u s . ^  In  a d d i t i o n ,  d e f e r r e d  t a x e s  sh o u ld  n o t  
be  i n c l u d e d  i n  s t o c k h o l d e r s '  e q u i t y  s i n c e  th e y  do n o t  r e p r e s e n t  
e a r n i n g s  o r  i n v e s t e d  c a p i t a l .  S u r e l y ,  t h e  a d v o c a t e s  o f  t h e  " f l o w -  
t h ro u g h "  method would d i s c a r d  such  a t e c h n i q u e  i f  t h e y  e v e r  t h o u g h t  
t h a t  t a x a b l e  income would exceed  b u s i n e s s  income.
O f f i c i a l  r e c o g n i t i o n  l a c k i n g . B ecause  t h e r e  i s  l i t t l e ,  i f  a n y ,  
j u s t i f i c a t i o n  f o r  such  a r e p o r t i n g  t e c h n i q u e  f o r  t a x  d e f e r r a l s ,  t h e  
AICPA's Committee on A c c o u n t in g  P r o c e d u r e  e n d e a v o re d  to  i s s u e  a l e t t e r  
i n  A p r i l ,  1959, i n t e r p r e t i n g  ARB No. 44 ( R e v i s e d )  a s  meaning t h a t  
c r e d i t s  a r i s i n g  from p r o v i s i o n s  f o r  d e f e r r e d  t a x e s  were  n o t  to  be 
i n c l u d e d  in  t h e  s t o c k h o l d e r s '  e q u i t y  s e c t i o n  o f  t h e  b a l a n c e  s h e e t . ^  
Th ree  u t i l i t y  com pan ies  s o u g h t  an i n j u n c t i o n  t o  r e s t r a i n  th e  Committee  
from i s s u i n g  such  a l e t t e r  a t  t h e  t im e .  A f t e r  some d e l a y ,  t h e  l e t t e r  
was i s s u e d  and t h e  AICPA's p o s i t i o n  a g a i n s t  t h e  " f l o w t h r o u g h "  t e c h ­
n iq u e  was e s t a b l i s h e d . - ^  S u b s e q u e n t l y ,  t h e  SEC a l s o  h a s  s t a t e d  i t s
^•Edward W. N e t t e n ,  " D e p r e c i a t i o n  and T a x e s - - T h e o r y  and P r a c t i c e , "  
The C an ad ian  C h a r t e r e d  A c c o u n t a n t , LXXI (December,  1 9 5 7 ) ,  546.
^American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  Committee  
on A c c o u n t in g  P r o c e d u r e ,  l e t t e r  d a t e d  A p r i l  15,  1959, "To th e  Mem- 
b e r s  o f  t h e  A mer ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s , "  
r e p r i n t e d  i n  A merican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  
A c c o u n t i n g  R e s e a r c h  and T e rm in o lo g y  B u l l e t i n s  ( f i n a l  e d i t i o n ;  New 
York : A mer ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  19 6 1 ) ,
p .  1.
^For  a documented  a c c o u n t  o f  t h e s e  e v e n t s ,  s ee  A r t h u r  A n d e rsen  
& C o . ,  "The  AICPA I n j u n c t i o n  C ase ,  Re: ARB No. 44 ( R e v i s e d ) , "  Cases
i n  P u b l i c  A c c o u n t in g  P r a c t i c e  (C h ic a g o :  A r t h u r  A n d e rsen  6i C o . ,  1960) ,
Vol.  1.
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d i s l i k e  f o r  t h e  " f l o w - t h r o u g h "  m e th o d .^  A c c o r d i n g l y ,  th e  p r o p o s a l  
f o r  c o n s i d e r i n g  t h e  t a x  d e f e r r a l  a s  p a r t  o f  o w n e rs '  e q u i t y  h a s  
s l i p p e d  i n t o  o b l i v i o n ,  h o p e f u l l y  n e v e r  a g a i n  to  be r e s u r r e c t e d .
As a D e f e r r e d  I tem
A second  a l t e r n a t i v e  t o  r e p o r t i n g  t h e  t a x  d e f e r r a l s  which has  
been  p ro p o s e d  i s  t o  c l a s s i f y  t h e  r e l a t e d  t a x  a c c o u n t s  a s  e i t h e r  a 
d e f e r r e d  c h a r g e ,  i n  t h e  c a s e  o f  d e b i t  b a l a n c e s ,  o r  a s  a d e f e r r e d  c r e d i t ,  
i n  t h e  c a s e  o f  c r e d i t  b a l a n c e s .  I t  i s  a rg u e d  by t h e  p r o p o n e n t s  o f  
t h i s  p r o p o s a l  t h a t  such  a c l a s s i f i c a t i o n  e m p h a s iz e s  t h e  t r u e  n a t u r e  
o f  t a x  d e f e r r a l s .  T ha t  i s ,  t h e s e  a c c o u n t s  m e r e ly  r e p r e s e n t  i t e m s  
h e l d  i n  " s u s p e n s e "  a w a i t i n g  t h e i r  p r o p e r  t im e  to  be a s s i g n e d  t o  t h e  
income s t a t e m e n t .  For  i n s t a n c e ,  i n  th e  c a s e  o f  a d e f e r r e d  t a x  c r e d i t ,  
t h e  c h a r g e  f o r  t h e  t a x  r e d u c t i o n  r e p r e s e n t s  a b e n e f i t  t o  be  b r o u g h t  
i n t o  t h e  income measurem ent  p r o c e s s  o f  l a t e r  p e r i o d s .  I t s  n a t u r e ,  
so i t  i s  a r g u e d ,  i s  t h a t  o f  a d e f e r r e d  c r e d i t  t o  a f u t u r e  e x p en se  
c h a r g e ,  namely t h e  c h a r g e  f o r  income t a x e s . ^
A " t h i r d "  s e c t i o n . Two p o s s i b i l i t i e s  f o r  c l a s s i f y i n g  t h e  d e f e r r e d  
t a x  c r e d i t  have  been  o f f e r e d .  One i s  to  p l a c e  t h e  d e f e r r e d  c r e d i t
^ U n i t e d  S t a t e s  S e c u r i t i e s  and Exchange Commission ,  " S t a t e m e n t  
o f  A d m i n i s t r a t i v e  P o l i c y  R e g a r d i n g  B a l a n c e  S h e e t  T r e a t m e n t  o f  C r e d i t  
E q u i v a l e n t  t o  R e d u c t i o n  i n  Income T a x e s , "  A c c o u n t i n g  S e r i e s  R e l e a s e  
No. 85 r e p r i n t e d  i n  U n i t e d  S t a t e s  S e c u r i t i e s  and Exchange Commission,  
A c c o u n t in g  S e r i e s  R e l e a s e s  ( R e l e a s e s  78 t o  8 9 , I n c l u s i v e ) (W ash ing ton ,
D. C . : U n i t e d  S t a t e s  Government P r i n t i n g  O f f i c e ,  1 9 6 1 ) ,  p .  6 1 .
^Lawrence  G. M acpherson ,  " C a p i t a l  C o s t  A l lo w a n c e s  and Income 
T a x e s , "  The C anad ian  C h a r t e r e d  A c c o u n t a n t ,  LXV (December,  1954) ,  358.
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be tw een  t h e  l i a b i l i t i e s  and o w n e rs '  e q u i t y  s e c t i o n  o f  t h e  b a l a n c e  s h e e t . ^  
Such a p r e s e n t a t i o n  g i v e s  r i s e  to  a " t h i r d "  c l a s s i f i c a t i o n  on t h e  
r i g h t - h a n d  s i d e  o f  t h e  b a l a n c e  s h e e t .  C o n v e n t i o n a l  a c c o u n t i n g  t h e o r y  
h o l d s  t h a t  t h e r e  a r e  o n ly  two k i n d s  o f  f i n a n c i a l  c l a i m s  a g a i n s t  an 
a c c o u n t i n g  e n t i t y .  These  c l a i m s ,  h e l d  by l e g a l  p e r s o n s ,  a r e :  (1)
l i a b i l i t i e s ,  c l a i m s  o f  c r e d i t o r s ,  and (2) t h e  c l a i m s  o f  o w n e rs .  There  
i s  no p r o v i s i o n  f o r  a " t h i r d "  t y p e  o f  c l a i m .  T h e r e f o r e ,  a p r e s e n t a t i o n  
o f  a " t h i r d "  s e c t i o n  on t h e  r i g h t - h a n d  s i d e  o f  t h e  b a l a n c e  s h e e t  i s  
n o t  i n  a c c o r d a n c e  w i t h  a c c e p t e d  a c c o u n t i n g  t h e o r y  and p r a c t i c e .
Many a c c o u n t a n t s  m a i n t a i n  t h a t  t h e  d e f e r r e d  t a x  c r e d i t  s h o u ld  be 
i n c l u d e d  i n  th e  same c a t e g o r y  a s  d e f e r r e d  r e v e n u e s .  Such a p o s i t i o n ,  
how ever ,  c l e a r l y  o v e r l o o k s  t h e  o b v i o u s :  t h e  d e f e r r e d  t a x  c r e d i t  i s
n o t  t h e  same t h i n g  a s  a d e f e r r e d  r e v e n u e .  D e f e r r e d  r e v e n u e s  a l l  
r e l a t e  t o  t h e  r e c o r d i n g  o f  a f u t u r e  s e r v i c e  and a s  such  c l e a r l y  
q u a l i f y  a s  l i a b i l i t i e s  a s  d e f i n e d  b e lo w .
A ty p e  o f  l i a b i l i t y . A second  p o s s i b i l i t y  f o r  r e p o r t i n g  t h e  
d e f e r r e d  t a x  c r e d i t ,  t h e n ,  i s  t o  c o n s i d e r  t h e  t a x  d e f e r r a l  a s  a 
s e p a r a t e  c l a s s i f i c a t i o n  w i t h i n  t h e  l i a b i l i t i e s  s e c t i o n .  A d e f e r r e d  
c r e d i t  s e c t i o n  f o r  l i a b i l i t i e s ,  how ever ,  i s  n o t  i n  harmony w i t h  sound 
r e p o r t i n g  p r a c t i c e  f o r  t h e  r e a s o n s  o u t l i n e d  i n  C h a p te r  I I .  Even i f  
such  a c l a s s i f i c a t i o n  f o r  l i a b i l i t i e s  were  a c c e p t a b l e ,  t h e  s t a t e m e n t
^Recommended by t h e  Canad ian  I n s t i t u t e  o f  C h a r t e r e d  A c c o u n t a n t s ,  
Committee on A c c o u n t in g  and A u d i t i n g  R e s e a r c h ,  " D e p r e c i a t i o n ,  C a p i t a l  
C os t  A l lo w a n c e s ,  and Income T a x e s , "  A c c o u n t i n g  and  A u d i t i n g  P r a c t i c e s  
B u l l e t i n  No. 10 ( T o r o n t o :  The C an ad ian  I n s t i t u t e  o f  C h a r t e r e d
A c c o u n t a n t s ,  1 9 5 4 ) .
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p r e p a r e r  w ou ld ,  by p l a c i n g  d e f e r r e d  t a x  c r e d i t s  w i t h i n  t h i s  s e c t i o n ,  b e
l a b e l i n g  such  an a c c o u n t  a " l i a b i l i t y "  f o r  i t s  b a l a n c e  would be  i n c l u d e d
i n  d e r i v i n g  t o t a l  l i a b i l i t i e s .  The q u e s t i o n  th e n  must be  a n s w e r e d :
I s  t h e  d e f e r r e d  t a x  c r e d i t  a l i a b i l i t y  i n  t h e  f i r s t  p l a c e ?
The D e f e r r e d  Tax C r e d i t  a s  a L i a b i l i t y
Many a d v o c a t e s  o f  i n t e r p e r i o d  income t a x  a l l o c a t i o n  have  a rg u e d  
r a t h e r  im p e t u o u s l y  t h a t  t a x  d e f e r r a l s  w i t h  c r e d i t  b a l a n c e s  a r e  
l i a b i l i t i e s .  Two a c c o u n t a n t s  have  s to o d  o u t  from th e  r e s t  i n  a t t e m p t i n g  
to  e s t a b l i s h  t h a t  d e f e r r e d  t a x  c r e d i t s  a r e  i n d e e d  l i a b i l i t i e s .
The economic  n a t u r e  o f  t h e  t a x  d e f e r r a l . F i r s t ,  t h e r e  i s  
J .  E. Sands  who h a s  s t a t e d  t h a t  d e f e r r e d  t a x  c r e d i t s  " a r e  r e a l l y  
l i a b i l i t i e s ,  n o t  n e c e s s a r i l y  l i a b i l i t i e s  i n  th e  l e g a l  s e n s e  b u t  
l i a b i l i t i e s  i n  t h e  economic  s e n s e . I n  s u p p o r t i n g  h i s  p o s i t i o n ,  Sands 
p o i n t e d  to  t h e  f a c t  t h a t  a c c o u n t a n t s  have  d e v i a t e d  from t h e  l e g a l  
c o n c e p t s  i n  t h e  m easu rem en t  o f  economic phenomena by s e t t i n g  up and 
a m o r t i z i n g  such i t e m s  a s  premiums on i s s u e  o f  b o n d s .  A l s o ,  a c c o u n t a n t s  
r e c o r d  a s s e t s  p u r c h a s e d  on t h e  i n s t a l l m e n t  p l a n  a t  t h e i r  f u l l  p u r c h a s e  
p r i c e  a t  t h e  t im e  o f  p u r c h a s e ,  r e g a r d l e s s  o f  t h e  f a c t  t h a t  l e g a l  t i t l e  
may n o t  p a s s  u n t i l  t h e  l a s t  payment h a s  b e e n  t e n d e r e d .  T hus ,  s i m i l a r  
t r e a t m e n t  o f  t h e  d e f e r r e d  t a x  c r e d i t  can  be  accommodated,  i n  S an d s '  
o p i n i o n .  He would n o t  o b j e c t ,  h ow ever ,  t o  d i s t i n g u i s h i n g  b e tw een  l e g a l  
and economic  l i a b i l i t i e s  by a p p r o p r i a t e  d e s c r i p t i o n s . ®
^ J .  E. Sands ,  " D e f e r r e d  Tax C r e d i t s  a r e  L i a b i l i t i e s , "  The A c c o u n t -  
in g  R ev iew , XXXIV ( O c t o b e r ,  1 9 5 9 ) ,  589.
® I b i d .
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W ith o u t  d o u b t ,  S an d s '  a rg u m en t  l e a v e s  so m e th in g  to  be  d e s i r e d .
While  he  d o e s  p o i n t  o u t  t h a t  t h e r e  a r e  su ch  t h i n g s  a s  economic  
l i a b i l i t i e s ,  he  makes no a t t e m p t  t o  e s t a b l i s h  t h a t  t h e  d e f e r r e d  t a x  
c r e d i t  p o s s e s s e s  such  c h a r a c t e r i s t i c s .  Even more fu n d a m e n ta l  t o  h i s  
p o s i t i o n ,  he  makes no e f f o r t  t o  p o i n t  o u t  t h e  c h a r a c t e r i s t i c s  o f  
economic l i a b i l i t i e s  i n  t h e  f i r s t  p l a c e .  In  b r i e f ,  Sands f a l l s  s h o r t  
o f  c l e a r l y  e s t a b l i s h i n g  t h a t  d e f e r r e d  t a x  c r e d i t s  a r e  i n d e e d  even  
economic l i a b i l i t i e s .
The r e l e v a n c y  o f  l e g a l i t y . I t  w i l l  be  r e c a l l e d  t h a t  one o f  t h e  
o b j e c t i o n s  to  i n t e r p e r i o d  t a x  a l l o c a t i o n  was t h a t  t h e  d e f e r r e d  t a x  
c r e d i t  a c c o u n t  i s  n o t  a l e g a l  c l a i m  a g a i n s t  t h e  e n t e r p r i s e  by  t h e  U. S. 
T r e a s u r y .  Sands was o f  t h e  o p i n i o n  t h a t  such  an a rg u m en t  i s  i r r e l e v a n t ;  
what t h e  gov e rn m en t  r e c o g n i z e d  s h o u ld  n o t  d i c t a t e  how t h e  company 
s h o u ld  k e e p  i t s  b o o k s .  I f  i t  d i d ,  " t h e r e  would be  no p ro b lem  ov e r  
d e f e r r e d  t a x  c r e d i t s ,  s i n c e  a c c o u n t i n g  income and t a x a b l e  income 
would be t h e  s a m e . " 9 While  t h i s  p o s i t i o n  d e s t r o y s  an a rg u m e n t  a g a i n s t  
t h e  l i a b i l i t y  c l a s s i f i c a t i o n  f o r  d e f e r r e d  t a x  c r e d i t s ,  a g a i n  i t  i s  n o t  
an  a rg u m e n t  s u p p o r t i n g  a l i a b i l i t y  c l a s s i f i c a t i o n .
Sands  c o n c lu d e d  h i s  c a s e  by s t a t i n g  t h a t  t h e  same p r i n c i p l e s  
which  a p p l y  t o  d e f e r r e d  t a x  c r e d i t s  a p p l y  e q u a l l y  w e l l  t o  d e f e r r e d  
t a x  d e b i t s .  The o n l y  d e t e r r e n t  t o  such  a p r e s e n t a t i o n  f o r  t a x  d e b i t s ,  
i n  h i s  o p i n i o n ,  i s  t h e  n o t i o n  o f  c o n s e r v a t i s m  which  may d i c t a t e  
w r i t i n g  o f f  t h e  d e b i t  b a l a n c e  im m e d i a t e l y  r a t h e r  t h a n  s e t t i n g  i t  up
9I b i d . , p.  590.
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a s  an a s s e t .  C o n s e r v a t i s m ,  however ,  can  be  c a r r i e d  to o  f a r ,  he  s t a t e d ,  
and t h i s  may w e l l  be  t h e  c a s e  i f  p r o p e r  a s s e t  r e c o g n i t i o n  i s  n o t  g iv e n  
t o  d e f e r r e d  t a x  d e b i t s .
A c o m p ar i so n  w i t h  a c c r u e d  r e p a i r  e x p e n s e . The o t h e r  a c c o u n t a n t  
who h a s  p r e s e n t e d  t h e  m os t  c o m p le t e  c a s e  f o r  c o n s i d e r i n g  t a x  d e f e r r e d  
c r e d i t s  a s  l i a b i l i t i e s  i s  W i l l a r d  Graham. In  a t t e m p t i n g  to  e s t a b l i s h  
t h a t  d e f e r r e d  t a x  c r e d i t s  a r e  l i a b i l i t i e s ,  he s t a t e d  t h a t  w h i l e  i t  
i s  t r u e  t h a t  t h e  t a x  d e f e r r a l s  w i l l  become p a y a b l e  a s  t a x a b l e  income 
i s  r e a l i z e d ,  i n  t h e  f u t u r e ,  t h e  b a l a n c e  i s  r e l a t e d  to  t h e  r e p o r t e d  
income o f  a p r i o r  p e r i o d .  He compared t h e  n a t u r e  o f  t a x  d e f e r r e d  
c r e d i t s  t o  " a c c r u e d  r e p a i r  and m a i n t e n a n c e  e x p e n s e , "  w h ich ,  he  s a i d ,  
" r e p r e s e n t s  an a n t i c i p a t e d  f u t u r e  d i s b u r s e m e n t  which h a s  been  p r o p e r l y  
c h a r g e d  a g a i n s t  t h e  income o f  t h e  p e r i o d  i n  which  t h e r e  o c c u r r e d  t h e  
wear and t e a r  r e s p o n s i b l e  f o r  t h e  r e p a i r  m a i n t e n a n c e  e x p e n d i t u r e s .
The q u e s t i o n  which s h o u ld  be a sk e d  i s  an a c c o u n t  l i k e  " a c c r u e d  r e p a i r  
and m a in t e n a n c e  e x p e n s e "  a l e g i t i m a t e  l i a b i l i t y ?  While  i t  i s  n o t  
t h e  p u r p o s e  o f  t h i s  d i s c u s s i o n  h e r e ,  i t  can  be  c o n c l u s i v e l y  a rg u e d  
t h a t  " a c c r u e d  r e p a i r  and m a i n t e n a n c e  e x p e n s e "  i s  in d e e d  n o t  a l i a b i l i t y .  
Such an a c c o u n t  i s  v e r y  much l i k e  r e m o v a l  c o s t s ;  a t  t h e  p o i n t  o f  
r e c o r d i n g  such  i t e m s ,  no b e n e f i t  h a s  b e e n  r e c e i v e d  by t h e  f i r m  from 
o u t s i d e r s .  Thus ,  t h e  b u s i n e s s  e n t e r p r i s e  o n ly  "owes"  i t s e l f  f o r  such  
r e c o r d e d  a m o u n ts .  By n e g l e c t i n g  t h i s  p o i n t ,  G raham 's  a n a l o g y  f a i l s
10I b i d .
^ W i l l a r d  J .  Graham, " A l l o c a t i o n  o f  Income T a x e s , "  The J o u r n a l  
o f  A c c o u n t a n c y , CVII ( J a n u a r y ,  1 9 5 9 ) ,  6 2 .
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t o  o f f e r  any r e a l  c r i t e r i a  f o r  c o n s i d e r i n g  th e  d e f e r r e d  t a x  c r e d i t  a s  
a l i a b i l i t y .
The D e f e r r e d  Tax D e b i t  a s  an A s s e t
In  r e s p e c t  t o  d e f e r r e d  t a x  d e b i t s ,  Graham m a i n t a i n e d  t h a t  w h i l e
th e  d e f e r r e d  amount i s  n o t  e x p l i c i t l y  r e c o g n i z e d  by t h e  r e c i p i e n t ,
from th e  a c c o u n t i n g  s t a n d p o i n t  i t  i s  d e f i n i t e l y  an ad v an ce  payment .
I t  r e p r e s e n t s  a payment o f  an e x p e n s e  r e l a t e d  t o  n e t  income t h a t  w i l l
be  r e p o r t e d  on t h e  e a r n i n g s  s t a t e m e n t s  o f  f u t u r e  p e r i o d s .  Graham th e n
c o n c lu d e d  w i th  t h e  s t a t e m e n t ,  "As such  i t  would seem to  q u a l i f y  a s  a
1 9l e g i t i m a t e  a s s e t . " 1Z
An E v a l u a t i o n  o f  t h e  A s s e t  and L i a b i l i t y  C l a s s i f i c a t i o n
The o p p o n e n t s  o f  t a x  a l l o c a t i o n  s t a t e d ,  i t  w i l l  be  remembered,  
t h a t  s i n c e  t a x  d e f e r r a l s  do n o t  m eet  t h e  u s u a l  c r i t e r i a  f o r  a s s e t s  
and l i a b i l i t i e s ,  t a x  d e f e r r a l  a c c o u n t i n g  sh o u ld  be r e j e c t e d .  T h i s  
i s  n o t  r e a s o n  enough f o r  a b a n d o n in g  a r e a l i s t i c  a p p r o a c h  to  income 
r e p o r t i n g .  Many o f  t h e  a d v o c a t e s  o f  t a x  a l l o c a t i o n ,  a s  t h e  above 
d i s c u s s i o n  r e v e a l s ,  do t h i n k  t h a t  t a x  d e f e r r a l s  a r e  l e g i t i m a t e  a s s e t s  
and l i a b i l i t i e s .
T h i s  c o n t r o v e r s y  can  e a s i l y  be  r e s o l v e d  i f  t h e  c h a r a c t e r i s t i c s  
o f  t h e  d e f e r r e d  income t a x  a c c o u n t s  a r e  t e s t e d  a g a i n s t  some s t a n d a r d .
I n  t h e  c a s e  o f  d e f e r r e d  t a x  c r e d i t s ,  t h e  a p p r o p r i a t e  t e s t  would be 
t o  d e t e r m i n e  i f  t h e  t a x  d e f e r r a l  a c c o u n t  p o s s e s s e s  t h e  c h a r a c t e r i s t i c s
^ W i l l a r d  j .  Graham, "Income Tax A l l o c a t i o n "  The A c c o u n t in g  
Review,  XXXIV ( J a n u a r y ,  1 9 5 9 ) ,  19.
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o f  l i a b i l i t i e s  i n  g e n e r a l .  T ha t  i s ,  (1) i s  i t  an o b l i g a t i o n ;  (2) d o es  
i t  r e q u i r e  a f u t u r e  o u t l a y  o f  money o r  i t s  e q u i v a l e n t ;  (3) i s  i t  a 
r e s u l t  o f  a p a s t  o r  c u r r e n t  t r a n s a c t i o n ;  and (4) i s  i t  s u b j e c t  to  
r e l i a b l e  e s t i m a t i o n .
As an o b l i g a t i o n . A d e f e r r e d  income t a x  c r e d i t  w i l l  n o t  q u a l i f y  
a s  a l i a b i l i t y  u n d e r  t h e  f i r s t  c h a r a c t e r i s t i c  s i n c e  i t  i s  n o t  an 
o b l i g a t i o n .  The te rm  " o b l i g a t i o n "  c o n n o t e s  a d u t y  t o  d e l i v e r  a s s e t s  
o r  p e r f o r m  s e r v i c e s  f o r  someone o u t s i d e  o f  t h e  b u s i n e s s  e n t e r p r i s e .
In  a d d i t i o n ,  i t  a l s o  i m p l i e s  t h a t  t h e r e  a r e  c l a i m s  o r  a s e r i e s  o f  
c l a i m s  a g a i n s t  t h e  company which r e q u i r e  s e t t l e m e n t  in  t h e  f u t u r e .
In  t h e  c a s e  o f  d e f e r r e d  income t a x e s ,  t h e r e  i s  no d u t y  on t h e  p a r t  o f  
t h e  company to  d e l i v e r  a s s e t s  to  t h e  U n i t e d  S t a t e s  T r e a s u r y  s i n c e  t h i s  
ag en c y  has  no c l a i m  a g a i n s t  t h e  company. The o p p o n e n t s  to  t a x  a l l o c a ­
t i o n  have  w e l l  e s t a b l i s h e d  t h i s  p o i n t ,  b u t ,  i t  m us t  be  em phas ized  
th e y  d id  so  f o r  t h e  s o l e  p u r p o s e  o f  d i s c r e d i t i n g  t a x  e f f e c t  a c c o u n t i n g .
The d i f f i c u l t y  o f  f o r e c a s t i n g  f u t u r e  t a x a b l e  income and t a x  r a t e s  
d o e s  c a s t  a s l i g h t  c lo u d  on t h e  r e l i a b i l i t y  o f  t h e  amounts  d e s i g n a t e d  
a s  d e f e r r e d  income t a x e s ,  b u t  n e v e r t h e l e s s ,  t h e s e  amounts  may be  as  
r e l i a b l e  a s  much o t h e r  f i n a n c i a l  d a t a  r e p o r t e d  by a c c o u n t a n t s .  In  
b r i e f ,  even  though  d e f e r r e d  t a x  c r e d i t s  may be  a l i a b i l i t y  i n  t h e  
economic s e n s e  a s  e sp o u sed  by Sands ,  a l t h o u g h  t h i s  i s  n o t  a t  a l l  
c e r t a i n ,  t h e y  f a i l  t h e  t e s t  f o r  l i a b i l i t i e s  a s  d e f i n e d  by g e n e r a l l y  
a c c e p t e d  a c c o u n t i n g  t h e o r y .
D e f e r r e d  t a x  d e b i t s  a s  f u t u r e  economic  b e n e f i t s . I n  r e s p e c t  to  
d e f e r r e d  t a x  d e b i t s ,  t h e y  must  be  t e s t e d  a g a i n s t  th e  c h a r a c t e r i s t i c s  
o f  a s s e t s  t o  d e t e r m i n e  i f  t h e y  q u a l i f y  f o r  such a c l a s s i f i c a t i o n .
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The u s u a l  c r i t e r i a  f o r  a s s e t s  a r e :  (1) th e y  must have  some e x p e c t e d
f u t u r e  economic  b e n e f i t ,  and (2) th e y  must have  r e s u l t e d  from a p a s t  
o r  p r e s e n t  t r a n s a c t i o n .
Very o f t e n  i t  i s  a r g u e d  t h a t  d e f e r r e d  t a x  d e b i t s  do have  some 
e x p e c t e d  f u t u r e  economic b e n e f i t  b e c a u s e  o f  t h e  p r o b a b i l i t y  t h a t  the  
a c c o u n t i n g  e n t i t y  w i l l  have  t o  pay l e s s  t a x e s  i n  t h e  f u t u r e  t h a n  would 
o t h e r w i s e  have  been  th e  c a s e  i f  t h e  p r e p a i d  income had n o t  been  ta x ed  
i n  advance  o f  i t s  a c c o u n t i n g  r e a l i z a t i o n .  T h i s  r e a s o n i n g  c o u ld  v e r y  
w e l l  be a p p l i e d  t o ,  s a y ,  wages f o r  t h e  p a s t  w e e k ' s  s e r v i c e s .  I f  
t h e  a rg u m en t  was c a r r i e d  t o  i t s  l o g i c a l  c o n c l u s i o n ,  i t  c o u ld  be  s a i d ,  
t h e n ,  t h a t  wages p a id  to d a y  by t h e  f i r m  f o r  l a s t  w e e k ' s  s e r v i c e s  a r e  
a s s e t s  b e c a u s e  i f  t h e y  a r e  n o t  p a i d  t o d a y ,  t h e y  would have  t o  b e  p a id  
in  t h e  f u t u r e — i n  r e l a t i o n  t o  n e x t  week,  t h e y  a r e  p r e p a y m e n t s .
C l e a r l y ,  such  r e a s o n i n g  i s  unsound .
F u r t h e r m o r e ,  i f  t h e  g o v e r n m e n ta l  s e r v i c e s  d e r i v e d  from th e  
payment  o f  t h e  t a x  a r e  c o n s i d e r e d ,  a g a i n  i t  i s  d i f f i c u l t  t o  r e l a t e  
t h e  payment t o  f u t u r e  b e n e f i t s .  I n  t h e  m a in ,  t a x  payments  a r e  f o r  
g o v e r n m e n ta l  s e r v i c e s  r e a l i z e d  i n  t h e  p a s t  o r  p r e s e n t .  An e n t e r p r i s e  
w i l l  be  a b l e  t o  e n j o y  t h e  f u t u r e  s e r v i c e s  r e n d e r e d  by t h e  governm ent  
o n ly  i f  i t  m ee t s  i t s  t a x  o b l i g a t i o n s  i n  t h e  f u t u r e .  Taxes  p a i d  i n  t h e  
p a s t  w i l l  n o t  q u a l i f y  f o r  such  f u t u r e  p r o t e c t i o n .  The c o n c l u s i o n  i s ,  
t h e n ,  t h a t  no f u t u r e  economic b e n e f i t  i s  d e r i v e d  from d e f e r r e d  t a x  
d e b i t s .
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While  c e r t a i n l y  t h e  d e f e r r e d  t a x  d e b i t s  do r e s u l t  from an a c t u a l
payment o f  th e  t a x e s  in  a d v an c e ,  a s  Graham a r g u e d ,  t h e  f i r s t  t e s t  fo r
1 *1
a s s e t s  i s  f a i l e d  by t h i s  type  o f  t a x  d e f e r r a l .
B. A PROPOSED PRESENTATION FOR TAX DEFERRALS
D e f e r r e d  Tax D e b i t s  a s  O f f s e t s
I f  d e f e r r e d  t a x  d e b i t s  sh o u ld  n o t  be r e p o r t e d  i n  t h e  ow ners '  
e q u i t y  s e c t i o n  o f  t h e  b a l a n c e  s h e e t , ^  and i f  th e y  a r e  n o t  a s s e t s ,  
then  o n ly  one a l t e r n a t i v e  r e m a in s  o p e n - - r e p o r t  such a c c o u n t s  a s  an 
o f f s e t  t o  t h e  r e l a t e d  d e f e r r e d  r e v e n u e  which gave r i s e  to  t h e  t a x  
d e f e r r a l  i n  t h e  f i r s t  i n s t a n c e .  Can such a t r e a t m e n t  be  j u s t i f i e d ?
In  an a t t e m p t  to  answer  t h i s  q u e s t i o n ,  t h e  c a s e  o f  r e n t  r e c e i v e d  in  
advance  i s  assumed.
A t w o - f o l d  o b l i g a t i o n . The a c c o u n t i n g  e n t i t y  r e c e i v i n g  r e n t  
in  advance  h a s  two o b l i g a t i o n s  i n  r e s p e c t  to  such a c o l l e c t i o n .  One 
i s  to  e i t h e r  r e n d e r  s e r v i c e s  ( t h e  u se  o f  a p h y s i c a l  a s s e t )  o r  r e f u n d  
t h e  advance  payment .  T h i s  i s  an o b l i g a t i o n  to  t h e  l e s s e e .  The second 
o b l i g a t i o n  by t h e  f i r m  i s  to  pay t a x e s  on such r e v e n u e - - o b l i g a t i o n  to  
t h e  g o v e rn m e n t . ^  By o f f s e t t i n g  t h e  amount o f  t h e  t a x  t h a t  ha s  been
^ S e e ,  however ,  S tep h en  Gilman,  A c co u n t in g  C oncep ts  o f  P r o f i t  
(New York: The Ronald  P r e s s  Company, 1939) ,  pp .  314-315 where  i t  i s
a rg u e d  t h a t  payment  o f  t a x e s  i s  s i m i l a r  i n  n a t u r e  t o  t h e  payment of  
i n s u r a n c e  i n  advance  and th u s  co u ld  p o s s i b l y  q u a l i f y  a s  an a s s e t .
^ S u p r a , pp .  107-109.
^T w o  a s s u m p t io n s  a r e  i m p l i c i t :  (1) th e  r e n t  i s  t a x a b l e ,  and
(2) t h a t  t h e  e n t e r p r i s e  w i l l  r e a l i z e  t a x a b l e  income in  f u t u r e  p e r i o d s  
i n  which t h e  r e n t  w i l l  be r e a l i z e d  f o r  a c c o u n t i n g  p u r p o s e s .
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a l r e a d y  p a i d  a g a i n s t  th e  d e f e r r e d  r e v e n u e  on which th e  t a x  to  which 
th e  t a x  o b l i g a t i o n  r e l a t e s  r e v e a l s  t h e  f i r m ' s  t r u e  n e t  o b l i g a t i o n  
o u t s t a n d i n g  in  r e s p e c t  t o  th e  p r e p a i d  r e n t  a s  o f  t h e  b a l a n c e  s h e e t  
d a t e .  C o n s e q u e n t l y ,  t h e  n e t  amount r e p o r t e d  a s  a l i a b i l i t y  a s  a 
r e s u l t  o f  r e c e i v i n g  r e n t  in  ad vance  m e e t s  t h e  c r i t e r i a  s e t  o u t  e a r l i e r  
f o r  l i a b i l i t i e s :  (1) th e  t r u e  amount o f  t h e  o b l i g a t i o n  i s  r e p o r t e d ,
(2) t h e  amount o f  t h e  f u t u r e  o u t l a y  o f  money o r  i t s  e q u i v a l e n t  i s  
r e p o r t e d ,  (3) i t  d o e s  r e s u l t  from p a s t  t r a n s a c t i o n s ,  and (4) a l t h o u g h  
n o t  c r u c i a l ,  t h e  amount r e p o r t e d  i s  s u b j e c t  to  c l o s e  a p p r o x i m a t i o n .
A l l  t e s t s  f o r  a l i a b i l i t y  a r e  m et .
As a v i o l a t i o n  o f  t h e  a s s e t - l i a b i l i t y  o f f s e t  r u l e . I t  i s  
r e c o g n i z e d  t h a t  many a c c o u n t a n t s  would d e c r y  t h i s  t r e a t m e n t  o f  
d e f e r r e d  t a x  d e b i t s  on t h e  g ro u n d s  t h a t  o f f s e t t i n g  sh o u ld  n o t  be 
g e n e r a l l y  p r a c t i c e d  i n  b a l a n c e  s h e e t  r e p o r t i n g .  To i l l u s t r a t e  t h e i r  
p o i n t ,  t h e y  s t a t e  t h a t  m o r t g a g e s  p a y a b l e  s h o u ld  n o t  be o f f s e t  a g a i n s t ,  
s a y ,  b u i l d i n g s .  H e re ,  i t  i s  g r a n t e d  t h a t  t h e y  do have  a good c a s e .
In  g e n e r a l ,  l i a b i l i t i e s  s h o u ld  n o t  be  o f f s e t  a g a i n s t  a s s e t s  or  
a s s e t s  a g a i n s t  l i a b i l i t i e s .  In  t h e  c a s e  o f  d e f e r r e d  t a x  d e b i t s ,  
how ever ,  i t  has  b e e n  shown t h a t  th e y  a r e  n o t  a s s e t s  i n  t h e  f i r s t  
p l a c e ;  t h e r e f o r e ,  t h e  a c c o u n t a n t ' s  n o t i o n  toward  o f f s e t t i n g  a s s e t s  
and l i a b i l i t i e s  i s  n o t  d i s t u r b e d .
As a means o f  i n f o r m a t i v e  r e p o r t i n g . T he re  i s  an a d d i t i o n a l  
j u s t i f i c a t i o n  f o r  s u b t r a c t i n g  d e f e r r e d  t a x  d e b i t s  from t h e  d e f e r r e d  
l i a b i l i t y .  To i l l u s t r a t e ,  assume t h a t  a p r o s p e c t i v e  i n v e s t o r  i s  
c o n s i d e r i n g  two c o m p an ie s .  F u r t h e r  assume t h a t  t h e  one m a jo r  d i f f e r e n c e
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b e tw een  t h e  two com pan ies  i s  t h a t  Company A h a s  r e c e i v e d  r e n t  in  
ad v an ce  and h a s  p a i d  t h e  t a x  t h e r e o n ,  w h i l e  Company B even though  
i t  h a s  r e c e i v e d  r e n t  i n  ad v an ce  h a s  n o t  p a i d  t h e  t a x  t h e r e o n .
O b v i o u s l y ,  u n d e r  such  a h y p o t h e t i c a l  s i t u a t i o n ,  t h e  p r o s p e c t i v e  
i n v e s t o r  would c h o o se  Company A o v e r  Company B . ^  C l e a r l y ,  i f  t h e  
p r a c t i c e  o f  o f f s e t t i n g  t h e  d e f e r r e d  t a x  a l r e a d y  p a id  a g a i n s t  t h e  
r e v e n u e  r e c e i v e d  in  ad v an ce  i s  f o l l o w e d  by Company A, th e  i n v e s t o r  
would be  in  a much b e t t e r  p o s i t i o n  t o  make a more i n t e l l i g e n t  
d e c i s i o n .  The p r a c t i c e  o f  such a r e p o r t i n g  p r o c e d u r e  s e r v e s  a 
g r e a t e r  m easu re  o f  u s e f u l n e s s  t o  t h e  p o t e n t i a l  u s e r .  In  r e a l i t y ,  
t h i s  s h o u ld  be t h e  u l t i m a t e  t e s t  i n  s e t t l i n g  c l a s s i f i c a t i o n  d i f f i ­
c u l t i e s  .
D e f e r r e d  Tax C r e d i t s  a s  O f f s e t s
A s i m i l a r  t r e a t m e n t  f o r  d e f e r r e d  t a x  c r e d i t s  seems a l s o  t o  
be  j u s t i f i e d .  T ha t  i s ,  d e f e r r e d  t a x  c r e d i t s ,  s ay  a r i s i n g  in  th e  
a c c e l e r a t e d  d e p r e c i a t i o n  c a s e s  f o r  t a x  p u r p o s e s ,  s h o u ld  be o f f s e t  
a g a i n s t  t h e  r e l a t e d  f i x e d  a s s e t  a c c o u n t .  A g a in ,  t h e  n o t i o n  t h a t  
l i a b i l i t i e s  and a s s e t s  sh o u ld  n o t  be o f f s e t  i s  n o t  d i s t u r b e d  b e c a u s e  
d e f e r r e d  t a x  c r e d i t s  a r e  n o t  l i a b i l i t i e s  a s  an e a r l i e r  a n a l y s i s  h a s  
shown.
The two b e n e f i t s  d e r i v e d  from a s s e t  o w n e r s h i p . B ie rman and 
Green were  p e r h a p s  t h e  f i r s t  t o  s u g g e s t  such  a t r e a t m e n t  f o r  d e f e r r e d
l ^ I t  s h o u ld  be e x p l i c i t l y  p o i n t e d  o u t  t h a t  t h e  c a s h  a c c o u n t  i s  
assumed to  be  o f  e q u a l  amounts  f o r  b o t h  com pan ies  a f t e r  t h e  t a x  paym ent .
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t a x  c r e d i t s  in  r e s p e c t  to  p l a n t  a s s e t s .  They have  s t a t e d  t h a t  t h e r e  
a r e  two t h i n g s  o f  v a l u e  p u r c h a s e d  when an a s s e t  i s  a c q u i r e d :  (1) a
b u n d l e  o f  s e r v i c e s ,  c a l l e d  s e r v i c e  p o t e n t i a l s  ( a b i l i t y  t o  e a r n  
r e v e n u e s  o r  r e d u c e  c o s t s ) , and (2) a t a x  r e d u c i n g  p o t e n t i a l  ( t h e  
r i g h t  to  d e d u c t  t h e  c o s t  o f  t h e  a s s e t  from r e v e n u e s  i n  o r d e r  to  
compute  t a x a b l e  i n c o m e ) . ^
To i l l u s t r a t e  t h i s  t w o - f o l d  v a l u e  o f  an a c q u i r e d  a s s e t ,  assume 
a t a x  r a t e  o f  48 p e r  c e n t .  The w i l l i n g n e s s  o f  a f i r m  to  pay $150 ,000  
f o r  an i t e m  o f  eq u ip m en t  m ig h t  r e f l e c t  an e x p e c t e d  s e r v i c e  p o t e n t i a l  
n e t  o f  t a x e s  o f  $ 7 8 ,0 0 0 ,  and a t a x  b e n e f i t  o f  $ 7 2 ,0 0 0  (48 p e r  c e n t  
o f  t h e  c o s t ) . C e r t a i n l y ,  i n  d e t e r m i n i n g  w h e th e r  o r  n o t  t o  buy ,  t h e  
t a x  e f f e c t  s h o u ld  be  c o n s i d e r e d  i n  t h e  f i n a n c i a l  a n a l y s i s .
The u s e  o f  two c o n t r a  a c c o u n t s . B ie rman and Green i n  r e a l i z i n g  
t h e  r e l a t i v e  d i f f i c u l t y  in  d i v i d i n g  t h e  a s s e t  c o s t  i n t o  two com ponen ts ,  
s u g g e s t e d  c a r r y i n g  t h e  a s s e t  in  one u n e x p i r e d  c o s t  ( a s s e t )  a c c o u n t  
and p l a c i n g  e m p h as i s  upon t h e  u se  o f  two c o n t r a  o r  o f f s e t  a c c o u n t s .
The o f f s e t  a c c o u n t s  s u g g e s t e d  were t h e  u s u a l  a l l o w a n c e  f o r  d e p r e c i a t i o n  
and an a c c o u n t  which  would show t h e  n e t  e f f e c t  o f  t h e  l a r g e r  d e p r e ­
c i a t i o n  c h a r g e  a p p e a r i n g  on t h e  t a x  r e t u r n  and which  would be e n t i t l e d  
"A ccum ula ted  D e d u c t io n s  Caused by Rapid  W r i t e - o f f s . "  Of c o u r s e  t h i s  
amount would be  t h e  d i f f e r e n c e  i n  t a x e s  p e r  t a x  r e t u r n  and p e r  income 
s t a t e m e n t  ( l i n e  17 o f  T a b le  I I I ) .  B ierman and Green s u g g e s t e d
^ H a r o l d  B ie rm an ,  J r .  and David G reen ,  " A c c o u n t in g  f o r  Incom e--  
The P ro b lem s  A r i s i n g  from C e r t i f i c a t e s  o f  N e c e s s i t y , "  The F e d e r a l  
A c c o u n t a n t , VI ( J u n e ,  1 9 5 7 ) ,  4 3 .
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r e p o r t i n g  th e  d e b i t  to  t h e  o f f s e t  a c c o u n t  a s  an " A d ju s tm e n t  to  
Expense  Caused by Rapid W r i t e - o f f "  in  t h e  income s t a t e m e n t  r a t h e r  
t h a n  i n c r e a s i n g  t h e  amount o f  r e p o r t e d  t a x  e x p e n s e  a s  r e f l e c t e d  in  
l i n e  13 o f  T ab le  I I I .
J o u r n a l  e n t r i e s . A p p ly in g  th e  above p r o c e d u r e s  t o  t h e  d a t a  
r e f l e c t e d  in  T a b le  I I I ,  t h e  e n t r i e s  would be a s  f o l l o w s :
(1) D e p r e c i a t i o n  e x p e n s e
A l low ance  f o r  d e p r e c i a t i o n
To r e c o r d  t h e  book d e p r e c i a t i o n  f o r  e ach  y e a r .
(2) A d ju s tm e n t  t o  e x p en se  c a u s e d  by r a p i d  w r i t e - o f f
A ccum ula ted  d e d u c t i o n s  c au se d  by  r a p i d  
w r i t e - o f f
A d ju s tm e n t  t o  e x p e n s e  c a u s e d  by r a p i d  w r i t e - o f f  
Accum ula ted  d e d u c t i o n s  c au se d  by r a p i d  
w r i  t e - o f f
To r e c o r d  t h e  " e x p e n s e "  f o r  t h e  a c c e l e r a t e d  
d e p r e c i a t i o n  and i n c r e a s e  t h e  r e l a t e d  o f f ­
s e t  a c c o u n t  f o r  Y e a rs  I  and I I ,  r e s p e c t i v e l y
(3) Income t a x e s  e x p en se
Income t a x e s  p a y a b l e
Income t a x e s  e x p en se  
Income t a x e s  p a y a b l e
To r e c o r d  a c t u a l  income t a x e s  owed to  th e
governm en t  f o r  Y e a rs  I  and I I ,  r e s p e c t i v e l y
A f t e r  a l l  e n t r i e s  had b e en  r e c o r d e d  f o r  Y e a rs  I  and I I ,  t h e  b a l a n c e
s h e e t  would show:
A s s e t - - c o s t  $150 ,0 0 0
L e s s :  A ccum ula ted  d e p r e c i a t i o n
(2 y e a r s  @ 3 0 ,0 0 0 )  6 0 ,0 0 0
$ 9 0 ,0 0 0
$ 3 0 ,0 0 0
$ 3 0 ,0 0 0
9 ,6 0 0
9 ,6 0 0
4 ,8 0 0





L e s s :  D e d u c t io n s  c a u s e d  by r a p i d
w r i t e - o f f  (9 ,6 0 0  +  4 , 8 0 0 )  14 ,4 0 0
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In  Year I I I ,  no e n t r y  to  t h e  c o n t r a  a c c o u n t  would be r e q u i r e d  
f o r  d e d u c t i o n s  c a u s e d  by r a p i d  w r i t e - o f f s ;  in  Y ears  IV and V, t h e  
e n t r i e s  t o  t h e  c o n t r a  a c c o u n t  would be r e v e r s e d  f o r  Y e a r s  I I  and I ,  
r e s p e c t i v e l y .
A d v a n ta g e s  and j u s t i f i c a t i o n . T h e re  a r e  s e v e r a l  a d v a n t a g e s  in
c o n s i d e r i n g  t h e  o f f s e t  a p p r o a c h  to  r e p o r t i n g  t h e  d e f e r r e d  t a x  c r e d i t
o t h e r  th a n  t h e  f a c t  t h a t  t h e  c l a s s i f i c a t i o n  dilemma i s  a t  l a s t  s o l v e d .
F i r s t ,  t h e  income s t a t e m e n t  can  s t i l l  r e p o r t  t h e  amount o f  t a x
e x p en se  p e r  t a x  r e t u r n  f o r  t h e  p e r i o d .  Second ,  th e  amount o f  t h e
a c t u a l  t a x  l i a b i l i t y  f o r  t h e  p e r i o d  can  be  r e p o r t e d  a s  i t  would be
i n  th e  l i a b i l i t i e s  s e c t i o n .  T h i r d ,  t h e  a c c o u n t a n t  can  r e p o r t  th e
f a c t  f o r  a l l  t o  s ee  t h a t  t h e  p a r t i c u l a r  a s s e t  h a s  l o s t  some o f  i t s
t a x  r e d u c i n g  v a l u e .
A m a jo r  j u s t i f i c a t i o n  o f  t h i s  method i s  t h a t :
. . . i t  a v o i d s  t h e  p r e t e n s e  t h a t  two a s s e t s  o f  t h e  same 
c o s t - - e x a c t l y  a l i k e  i n  p h y s i c a l  and income c h a r a c t e r i s t i c s - -  
a r e  o f  e q u a l  v a l u e  i f  o n l y  one o f  them can  be  d e d u c t e d  
f o r  t a x  p u r p o s e s .  S u b s e q u e n t  to  t h e  p e r i o d  o f  a c c e l e r a t i o n ,  
t h e  a s s e t  whose d e p r e c i a t i o n  was a c c e l e r a t e d  h a s  l e s s  v a l u e  
f o r  t h e  r e m a i n d e r  o f  t h e  u s e f u l  l i f e  t h a n  an a s s e t  which  was 
s i m i l a r l y  a c q u i r e d  b u t  d e p r e c i a t e d  n o r m a l l y  f o r  t a x  p u r p o s e s .
T h i s  i s  an economic  f a c t  o f  b u s i n e s s  l i f e  which  a c c o u n t a n t s  h a v e  too  
long  i g n o r e d  i n  t h e i r  r e p o r t i n g  p o l i c i e s .  Not o n ly  m ig h t  t h i s  i n f o r ­
m a t io n  i n f l u e n c e  management d e c i s i o n s  on which  a s s e t s  to  s e l l  o r
^ I b i d . , p. 44.
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r e p l a c e ,  b u t  a l s o  i t  would no d o u b t  be a m a jo r  i n t e r e s t  to  p r e s e n t  o r
19p o t e n t i a l  i n v e s t o r s .
O f f i c i a l  r e c o g n i t i o n . The same b a s i c  a p p ro a c h  t o  r e p o r t i n g  t h e  
d e f e r r e d  t a x  c r e d i t  has  b e e n  a p p ro v ed  a s  an a c c e p t a b l e  a l t e r n a t i v e  
by t h e  AICPA. R a t h e r  t h a n  u t i l i z i n g  s e p a r a t e  c o n t r a  and expense  
a c c o u n t s ,  t h e  AICPA s im p ly  s u g g e s t e d  i n c r e a s i n g  t h e  r e p o r t e d  a cc u m u la t e d  
d e p r e c i a t i o n  and th e  d e p r e c i a t i o n  e x p en se  a c c o u n t s ,  r e s p e c t i v e l y . 2 0  
The n e t  e f f e c t  on a s s e t s  and income a f t e r  t a x e s  i s  t h e  same.
Such a p r o c e d u r e  c a r r i e s  w i t h  i t  a d rawback  which  i s  i n  common 
w i t h  n o n - a l l o c a t i o n .  T ha t  i s ,  t h e  r e a d e r  c a n n o t  s im p ly  t a k e  t h e  
r e p o r t e d  n e t - i n c o m e - b e f o r e  t a x e s  f i g u r e  and a p p l y  t h e  p r e v a i l i n g  
t a x  r a t e s  i n  d e t e r m i n i n g  t h e  a c t u a l  t a x  l i a b i l i t y  f o r  t h e  r e p o r t e d  
income.  N e v e r t h e l e s s ,  t h e  r e p o r t e d  t a x  e x p en se  u nde r  t h i s  t e c h n i q u e  
would have  one d e s i r a b l e  f e a t u r e .  The r e p o r t e d  t a x  e x p e n s e  would be 
t h e  a c t u a l  t a x e s  p a i d  o r  due  f o r  t h a t  p e r i o d .
A more d e s i r a b l e  income s t a t e m e n t  p r e s e n t a t i o n  f o r  Year I  would 
a p p e a r  t o  be  a s  f o l l o w s :
19 For a s i m i l a r  a n a l y s i s  a s  p r e s e n t e d  above  b u t  which h a s  t h e  
added  f e a t u r e  o f  t im e  d i s c o u n t i n g ,  s e e  H a ro ld  B ie rm an ,  J r . ,  "A 
P rob lem  i n  Expense  R e c o g n i t i o n , "  The A c c o u n t in g  R ev iew , XXXVIII 
( J a n u a r y ,  1 9 6 3 ) ,  6 1 -6 3 .
^ A m e r i c a n  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  Commit tee 
on A c c o u n t i n g  P r o c e d u r e ,  " D e c l i n i n g - b a l a n c e  D e p r e c i a t i o n , "  A c c o u n t in g  
R e s e a r c h  B u l l e t i n  No. 44 ( R e v i s e d ) (New York : A mer ican  I n s t i t u t e  o f
C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  1 9 5 8 ) ,  p .  2-A r e p r i n t e d  i n  American  
I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  A c c o u n t in g  R e s e a r c h  and 
T e rm in o lo g y  B u l l e t i n s  ( f i n a l  e d i t i o n ;  New York:  A merican  I n s t i t u t e
o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  1961) .
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Net income b e f o r e  income t a x e s    $70 ,000
P r o v i s i o n  f o r  income t a x e s  .............................. $ 1 7 ,5 0 0
A d ju s tm e n t  t o  t a x  e x p en se  c a u s e d  by
r a p i d  w r i t e - o f f  o f  e q u i p m e n t ....................  9 ,6 0 0
Income t a x  e x p e n s e  ...................................................................................  27 ,100
Net income a f t e r  income t a x e s .............................................................. $42 ,900
The a c t u a l  t a x  c h a r g e  o f  $1 7 ,5 0 0  p e r  t h e  t a x  r e t u r n  i s  r e p o r t e d .  In  
a d d i t i o n ,  t h e  t o t a l  t a x  e x p e n s e  o f  $2 7 ,1 0 0  can be  r e l a t e d  to  th e  
r e p o r t e d  income o f  $ 7 0 ,0 0 0 .  Comple te  d i s c l o s u r e  i s  a c h i e v e d .
A c c o u n t in g  D e d u c t io n s  I n i t i a l l y  E x c e ed in g  Tax D e d u c t io n s
In  a d d i t i o n  t o  t h e  c a s e  i n v o l v i n g  p r e p a i d  income,  a d e f e r r e d  
t a x  d e b i t  a l s o  a r i s e s  w here  t h e  d e d u c t i o n s  f o r  a c c o u n t i n g  p u r p o s e s  
i n i t i a l l y  exceed  th e  d e d u c t i o n s  a l l o w e d  f o r  t a x  p u r p o s e s .  For 
i n s t a n c e ,  t h e  s i t u a t i o n  o c c a s i o n a l l y  a r i s e s  w here  a newly  d e v e lo p e d  
p a t e n t  i s  s u r e  t o  be  o b s o l e t e  i n  f i v e  y e a r s  w h i l e  t h e  I n t e r n a l  Revenue 
S e r v i c e  may i n s i s t  on a s e v e n t e e n  y e a r  a m o r t i z a t i o n  p e r i o d .  A s i m i l a r  
s i t u a t i o n  a r i s e s  i n  c o n n e c t i o n  w i t h  c e r t a i n  r e s e a r c h  and d ev e lo p m en t  
c o s t s  where  a c c e l e r a t e d  a m o r t i z a t i o n  i s  used  f o r  a c c o u n t i n g  p u r p o s e s  
w h i l e  a l o n g e r  w r i t e - o f f  p e r i o d  i s  r e q u i r e d  f o r  t a x  p u r p o s e s .
In  each  o f  t h e s e  c a s e s ,  i n i t i a l l y  t h e  t a x a b l e  income e x c e e d s  t h e  
a c c o u n t i n g  income r e s u l t i n g  i n  a d e f e r r e d  t a x  d e b i t .  The d i f f e r e n c e  
i n  t h e  a c c o u n t i n g  income and th e  t a x a b l e  income i s  n o t  due  t o  g r e a t e r  
t a x a b l e  r e v e n u e  a s  i n  t h e  c a s e  o f  r e n t  r e c e i v e d  i n  ad v an ce  d i s c u s s e d  
e a r l i e r ,  b u t  r a t h e r  t h e  d i f f e r e n c e  s p r i n g s  from th e  i n i t i a l  d e d u c t i o n  
p e r  t a x  r e t u r n  e x c e e d i n g  t h e  d e d u c t i o n  p e r  income s t a t e m e n t .  For  
t h i s  r e a s o n ,  a d e f e r r e d  t a x  d e b i t  u nde r  t h e s e  c i r c u m s t a n c e s  i s  q u i t e
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d i f f e r e n t  from t h a t  o f  p r e p a i d  r e n t  and ,  a s  a r e s u l t ,  r e q u i r e s  a 
d i f f e r e n t  a n a l y s i s .
The p r i n c i p a l  q u e s t i o n  t o  be  r e s o l v e d  i s  how s h o u ld  t h i s  d e f e r r e d  
t a x  d e b i t  be  r e p o r t e d  on th e  b a l a n c e  s h e e t .  A g a in ,  i t  seems t h a t  t h e  
answ er  may be i m p l i c i t  i n  t h e  B ie rm an-G reen  a n a l y s i s  a s  p r e s e n t e d  i n  
c o n n e c t i o n  w i t h  a c c e l e r a t e d  d e p r e c i a t i o n .  As p o i n t e d  o u t  e a r l i e r ,  
t h e r e  a r e  two t h i n g s  o f  v a l u e  p u r c h a s e d  when an a s s e t  i s  a c q u i r e d :
(1) a b u n d le  o f  s e r v i c e s ,  c a l l e d  s e r v i c e  p o t e n t i a l s  and (2) a t a x  
r e d u c i n g  p o t e n t i a l .  The same can  be  s a i d  f o r  p a t e n t  c o s t s ,  r e s e a r c h  
and d e v e lo p m en t  c o s t s  and o f  a l l  o t h e r  s i m i l a r  e x p e n d i t u r e s .  C e r t a i n l y  
t h e  t a x  e f f e c t s  o f  any a l t e r n a t i v e  a r e  c o n s i d e r e d  by management i n  
making t h e  i n i t i a l  d e c i s i o n .  To t h i s  end ,  t h e n ,  j u s t  a s  t h e  a m o r t i z a t i o n  
o f  t h e  s e r v i c e  p o t e n t i a l  i s  r e p o r t e d ,  so s h o u ld  be t h e  e x p i r a t i o n  of  
t h e  t a x - r e d u c i n g - p o t e n t i a l  v a l u e  o f  t h e  o r i g i n a l  o u t l a y .
An i l l u s t r a t i o n . For  p u r p o s e s  o f  i l l u s t r a t i o n ,  assume t h a t  a t  
t h e  b e g i n n i n g  o f  Year I ,  p a t e n t  c o s t s  a r e  c a p i t a l i z e d  i n  th e  amount 
o f  $ 1 7 ,0 0 0 .  A f i v e  y e a r  w r i t e - o f f  p e r i o d  i s  used  f o r  a c c o u n t i n g  
p u r p o s e s  w h i l e  a s e v e n t e e n  y e a r  p e r i o d  i s  r e q u i r e d  f o r  t a x  p u r p o s e s .  
F u r t h e r  assume income to  be in  e x c e s s  o f  $ 2 5 ,0 0 0  f o r  e ac h  y e a r  unde r  
c o n s i d e r a t i o n .  T h e r e f o r e ,  u s i n g  c u r r e n t  r a t e s ,  a m a r g i n a l  income t a x  
r a t e  o f  48 p e r c e n t  would be  a p p l i c a b l e .  Column D o f  T a b le  IV p r e s e n t s  
t h e  amount o f  t h e  d e f e r r a l  f o r  e ach  y e a r  u n d e r  t h e s e  c i r c u m s t a n c e s .
The u s u a l  p a t e n t  a m o r t i z a t i o n  would be  r e c o r d e d  f o r  Y ea rs  I -V  a s  
f o l l o w s :
A m o r t i z a t i o n  o f  P a t e n t s  $3 ,4 0 0
P a t e n t s  $ 3 ,4 0 0
TABLE IV
PATENT AMORTIZATION - - A N  ILLUSTRATION
A B C D E
Unrecovered Tax
End Unamort ized B e n e f i t s  A r i s i n g
of P a t e n t  Costs Book Tax From Rapid W ri te -
Year on Books A m o r t i z a t io n A m o r t i z a t io n (B-C) X 487* Off o f  P a t e n t s
O r i g i n a l $17,000
Cost
I 13,600 $ 3 ,400 $ 1,000 $1,152 $1,152
I I 10,200 3,400 1,000 1,152 2,304
I I I 6 ,800 3,400 1,000 1,152 3,456
IV 3,400 3,400 1,000 1,152 4 ,608
V - 0 - 3,400 1,000 1,152 5 ,760
VI - 0 - - 0 - 1,000 (480) 5 ,280
VII - 0 - - 0 - 1,000 (480) 4 ,800
XVI - 0 - - 0 - 1 ,000 (480) 480
XVII - 0 - - 0 - 1 ,000 (480) - 0 -
TOTAL $17,000 $17,000 - 0 - - 0 -
ic
Assuming t a x a b l e  income in  ex ce s s  o f  $25,000. I f  t a x a b l e  income amounted to  $25, 000 o r  l e s s ,




I n  a d d i t i o n ,  a n o t h e r  e n t r y  would be made to  r e c o r d  t h e  " U n r e c o v e r e d  
Tax B e n e f i t s  A r i s i n g  From Rapid  W r i t e - O f f  o f  P a t e n t s "  f o r  book p u r p o s e s .
U n re co v e re d  Tax B e n e f i t s  A r i s i n g  From Rapid
W r i t e - O f f  o f  P a t e n t s  $1 ,1 5 2
Income Tax Expense  A d j u s t m e n t  A r i s i n g
From Rapid  W r i t e - O f f  o f  P a t e n t s  $1 ,152
I n  Y e a rs  VI-XVII ,  t h e  f o l l o w i n g  e n t r y  would be r e c o r d e d :
Income Tax Expense  A d ju s tm e n t  A r i s i n g  From
Rapid W r i t e - O f f  o f  P a t e n t s  $480
U n reco v e red  Tax B e n e f i t s  A r i s i n g  From
Rapid  W r i t e - O f f  o f  P a t e n t s  $480
In  Y ears  V-IV, t h e  "U n re c o v e re d  Tax B e n e f i t s  A r i s i n g  From Rapid  
W r i t e - O f f  o f  P a t e n t s "  would be  added  to  t h e  u n a m o r t i z e d  p a t e n t  c o s t s  
on t h e  b a l a n c e  s h e e t .  I n  Y e a rs  V-XVI, t h e  u n r e c o v e r e d  t a x  b e n e f i t  
would c o n t i n u e  to  be  r e p o r t e d  a s  an a s s e t  i n  t h e  p l a c e  o f  t h e  p a t e n t .  
The q u e s t i o n  im m e d i a t e l y  a r i s e s  a s  to  w h e th e r  such  an a c c o u n t  m ee t s  t h e  
t e s t  f o r  an a s s e t  c l a s s i f i c a t i o n .
The t e s t  f o r  a s s e t s . As o u t l i n e d  e a r l i e r ,  t h e  f i r s t  c h a r a c t e r ­
i s t i c  f o r  an a s s e t  i s  t h a t  t h e  i t e m  i n  q u e s t i o n  p o s s e s s  some e x p e c t e d  
f u t u r e  economic b e n e f i t .  W hile  t h e  f u t u r e  s e r v i c e  p o t e n t i a l  o f  t h e  
o r i g i n a l  o u t l a y  e x p i r e s  q u i t e  r a p i d l y ,  t h e  t a x  r e d u c i n g  b e n e f i t  
e x p i r e s  more s l o w l y .  T h e r e f o r e ,  any  f i r m  which h a s  an  a s s e t  f u l l y  
a m o r t i z e d  f o r  book p u r p o s e s  b u t  n o t  f o r  t a x  p u r p o s e s  c l e a r l y  h a s  an
u n e x p i r e d  f u t u r e  t a x  r e d u c i n g  b e n e f i t .  In  o t h e r  w o rd s ,  i t  s t i l l
p o s s e s s e s  an a s s e t .
The second  t e s t  f o r  a s s e t s  i s  t h a t  t h e  i t e m  u n d e r  c o n s i d e r a t i o n  
must r e s u l t  from some c u r r e n t  o r  p a s t  t r a n s a c t i o n .  O b v i o u s l y ,  t h i s
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t e s t  i s  met o r  t h e  i t e m  would n e v e r  be  a l l o w e d  a s  a t a x  d e d u c t i o n  
t o  any  e x t e n t  a t  any  t i m e .  In  t h e  c a s e  o f  p a t e n t s ,  t h e  i n c u r r i n g  o f  
t h e  p a t e n t  e x p e n d i t u r e  gave  r i s e  to  t h e  t a x  r e d u c i n g  p o t e n t i a l .
A c h ie v e s  sound r e p o r t i n g . From a f i n a n c i a l  r e p o r t i n g  s t a n d ­
p o i n t ,  t h i s  s u g g e s t e d  r e p o r t i n g  m e thodo logy  a v o i d s  t h e  p i t f a l l  o f  
c o n s i d e r i n g  two c a p i t a l i z e d  e x p e n d i t u r e s - - e x a c t l y  a l i k e  i n  amount and 
income c h a r a c t e r i s t i c s - - a s  h a v i n g  e q u a l  f u t u r e  v a l u e  i f  o n l y  one o f  
them can  be  d e d u c t e d  f o r  t a x  p u r p o s e s .  S u b s e q u en t  t o  t h e  p e r i o d  
o f  a c c e l e r a t e d  w r i t e - o f f  f o r  book p u r p o s e s ,  t h e  a s s e t  whose a m o r t i z a t i o n  
was n o t  a c c e l e r a t e d  f o r  t a x  p u r p o s e s  h a s  a g r e a t e r  v a l u e  th a n  one which  
was s i m i l a r l y  a c q u i r e d  b u t  a m o r t i z e d  f o r  t a x  p u r p o s e s  a t  a more r a p i d  
r a t e .  T h i s  i s  p o t e n t i a l l y  v a l u a b l e  i n f o r m a t i o n  which a c c o u n t a n t s  
have  to o  long  n e g l e c t e d  i n  t h e i r  r e p o r t i n g  p r a c t i c e s .
As f o r  t h e  income s t a t e m e n t ,  i t  may t a k e  t h e  f o l l o w i n g  form in  
Y e a r s  I -V :
Net  income b e f o r e  income t a x e s ........................................................$ 5 0 ,000
P r o v i s i o n  f o r  income t a x e s .......................... $18 ,652
Income Tax Expense  A d ju s tm e n t  A r i s i n g
From Rapid  W r i t e - O f f  o f  P a t e n t s .  . . 1 , 1 5 2
Income t a x  e x p e n s e ..................................................................................17 .500
Net income a f t e r  income t a x e s  ..................................................... $ 32 ,500
The $ 18 ,652  would r e f l e c t  t h e  a c t u a l  t a x e s  p a y a b l e  f o r  t h e  y e a r  w h i l e  
$ 1 7 ,5 0 0  would r e f l e c t  t h e  t a x  e x p e n s e  computed on a c c o u n t i n g  income.
The s t a t e m e n t  r e a d e r  would be in fo r m e d  o f  t h e  t a x  c h a r g e  p e r  t a x  
r e t u r n - - $ 1 8 , 6 5 2 - - a n d  a t  t h e  same t im e  s t i l l  be a b l e  t o  r e l a t e  t h e  
a c t u a l  t a x  e x p e n s e  f o r  t h e  p e r i o d  t o  t h e  a c c o u n t i n g  income.
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A c c o u n t in g  Revenue I n i t i a l l y  E x c e ed in g  Tax Revenue
In  a d d i t i o n  t o  t h e  a c c e l e r a t e d  d e p r e c i a t i o n  s i t u a t i o n s  d i s c u s s e d  
e a r l i e r ,  a second c l a s s  o f  c i r c u m s t a n c e s  which g i v e s  r i s e  to  th e  
a c c o u n t i n g  income i n i t i a l l y  e x c e e d i n g  t h e  t a x a b l e  income i s  where  
r e v e n u e  i s  r e c o g n i z e d  f o r  a c c o u n t i n g  p u r p o s e s  b u t  d e f e r r e d  f o r  t a x  
p u r p o s e s .  Two p r im e  exam ples  i n c l u d e :  (1) l o n g - t e r m  c o n s t r u c t i o n
c o n t r a c t s  where  t h e  p e r c e n t a g e  o f  c o m p l e t i o n  b a s i s  i s  used  f o r  
a c c o u n t i n g  p u r p o s e s  and (2) i n  t h e  c a s e  o f  c e r t a i n  i n s t a l l m e n t  s a l e s ,  
where  r e v e n u e  i s  r e c o g n i z e d  in  t h e  p e r i o d  o f  s a l e  f o r  a c c o u n t i n g  
p u r p o s e s  b u t  d e f e r r e d  u n t i l  t h e  p e r i o d  o f  c o l l e c t i o n  f o r  t a x  p u r p o s e s .
Under t h e s e  c i r c u m s t a n c e s ,  i n i t i a l l y  th e  a c c o u n t i n g  income 
e x c e e d s  t h e  t a x a b l e  income r e s u l t i n g  i n  a d e f e r r e d  t a x  c r e d i t .  The 
d i f f e r e n c e  i s  n o t  due  to  g r e a t e r  t a x  d e d u c t i o n s  a s  i n  t h e  c a s e  o f  
a c c e l e r a t e d  d e p r e c i a t i o n ,  b u t  r a t h e r  t h e  v a r i a n c e  s p r i n g s  from t h e  
i n i t i a l  r e v e n u e  p e r  income s t a t e m e n t  e x c e e d i n g  t h e  r e v e n u e  p e r  t a x  
r e t u r n .  For  t h i s  r e a s o n ,  a d e f e r r e d  t a x  c r e d i t  u n d e r  t h e s e  c i r c u m ­
s t a n c e s  i s  a l t o g e t h e r  d i f f e r e n t  from t h a t  o f  a c c e l e r a t e d  d e p r e c i a t i o n  
and c o n s e q u e n t l y  i t ,  t o o ,  r e q u i r e s  a u n iq u e  a n a l y s i s .
An i l l u s t r a t i o n . To p l a c e  t h e  p ro b le m  in  p e r s p e c t i v e ,  assume 
t h e  c a s e  o f  a c o n s t r u c t i o n  c o n t r a c t o r  who, f o r  a c c o u n t i n g  p u r p o s e s ,  
r e c o g n i z e s  g r o s s  p r o f i t  on a c o n s t r u c t i o n  c o n t r a c t  o v e r  a f i v e - y e a r  
p e r i o d  a s  p r e s e n t e d  i n  Column A o f  T a b le  V.
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TABLE V
LONG-TERM CONSTRUCTION CONTRACTS - - A N  ILLUSTRATION
A B C  D E
Year
G ross  P r o f i t  
Recogn ized  For
A-B C X 487*
D e f e r r e d
Tax
C r e d i t
A c c o u n t i n g s
P u r p o s e s
Tax
P u r p o se s
I $ 4 0 ,0 0 0 - 0 - $ 4 0 ,0 0 0 $ 1 9 ,200 $ 1 9 ,2 0 0
I I 4 0 ,0 0 0 - 0 - 4 0 ,0 0 0 19 ,200 3 8 ,4 0 0
I I I 4 0 ,0 0 0 - 0 - 4 0 ,0 0 0 19 ,2 0 0 5 7 ,6 0 0
IV 4 0 ,0 0 0 - 0 - 4 0 ,0 0 0 19 ,200 7 6 ,8 0 0
V 4 0 ,0 0 0 $200 ,000 (1 60 ,000 ) (7 6 ,8 0 0 ) - 0 -
TOTAL $200 ,0 0 0 $200 ,000 - 0 - - 0 -
•j|f
Assuming t a x a b l e  income i n  e x c e s s  o f  $ 2 5 ,0 0 0 .  I f  t a x a b l e  income 
amounted t o  $ 2 5 ,0 0 0  o r  l e s s ,  t h e n  th e  b e n e f i t  would a c t u a l l y  be 
f o r  o n l y  22% r a t h e r  th a n  487. a s  used  h e r e .
F u r t h e r  assume t h a t  t h e  c o n t r a c t o r  e l e c t s  to  p o s tp o n e  a l l  g r o s s  income 
r e c o g n i t i o n  f o r  t a x  p u r p o s e s ;  t h e  e l e c t i o n  i s  made to  i n c l u d e  the  
g r o s s  p r o f i t  i n  t a x a b l e  income in  t h e  y e a r  o f  t h e  c o n t r a c t  c o m p l e t i o n ,  
Year V. The d i f f e r e n c e s  i n  t a x a b l e  income would be a s  p r e s e n t e d  i n  
Column C and t h e  t a x  c o n se q u e n c e s  would be a s  r e f l e c t e d  i n  Column D o f  
T a b le  V. P r a c t i c i n g  i n t e r p e r i o d  t a x  a l l o c a t i o n  would r e s u l t  i n  an 
a c c u m u l a t i o n  o f  a d e f e r r e d  t a x  c r e d i t  i n  Y ea rs  I - I V  a s  shown i n  
Column E. T h i s  a c c o u n t  would be  drawn down in  Year V when t a x a b l e  
income c a t c h e s  up w i t h  a c c o u n t i n g  income l e a v i n g  a z e r o  b a l a n c e  
i n  t h e  t a x  d e f e r r a l  a c c o u n t .
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R e p o r t i n g  m e t h o d o l o g y . R e f l e c t i n g  t h e  r e s u l t s  o f  i n t e r p e r i o d
t a x  a l l o c a t i o n  u n d e r  t h e  c i r c u m s t a n c e s  d e s c r i b e d  above in  th e  income
s t a t e m e n t  c o u ld  be a c c o m p l i s h e d  a s  f o l l o w s :
Net income b e f o r e  income t a x e s ............................................................ $100 ,000
P r o v i s i o n  f o r  income t a x e s  ................................... $ 22 ,300
Income t a x  e x p e n s e  a d j u s t m e n t  
a r i s i n g  from d e f e r m e n t  of
r e v e n u e  f o r  t a x  p u r p o s e s  ................................... 19 ,200
Income t a x  e x p e n s e ........................................................................................4 1 ,5 0 0
Net income a f t e r  income t a x e s ...........................................................$ 5 8 ,5 0 0
Once a g a i n ,  t h e  t o t a l  income t a x  d e d u c t i o n  o f  $4 1 ,5 0 0  can  be  r e l a t e d
t o  t h e  a c c o u n t i n g  income o f  $100 ,000  w h i l e  th e  $ 2 2 ,300  f i g u r e  can  be
e a s i l y  t r a c e d  t o  t h e  t a x a b l e  income o f  $ 6 0 ,0 0 0 .
The r e a l  r e p o r t i n g  p ro b le m  a r i s e s  a s  t o  t h e  p r o p e r  r e p o r t i n g  o f
t h e  r e s u l t i n g  t a x  d e f e r r e d  c r e d i t  on t h e  b a l a n c e  s h e e t  f o r  Y e a rs  I - I V .
E a r l i e r  s e c t i o n s  o f  t h i s  s t u d y  c o n c l u d e d  t h a t  d e f e r r e d  t a x  c r e d i t s
f a i l  t h e  t e s t  f o r  l i a b i l i t i e s  p r i m a r i l y  b e c a u s e  th e y  do n o t  r e p r e s e n t
an y  c l a i m  a g a i n s t  t h e  r e s o u r c e s  o f  th e  f i r m  a t  t h e  b a l a n c e  s h e e t  d a t e
by  th e  g o v e rn m e n t .  The o n l y  o t h e r  a l t e r n a t i v e  th e n  i s  t o  o f f s e t
t h e  d e f e r r e d  t a x  c r e d i t  a g a i n s t  t h e  r e l a t e d  a s s e t  a c c o u n t ,  i n  t h i s
c a s e ,  " C o n s t r u c t i o n  i n  P r o c e s s , "  which r e p r e s e n t s  t h e  amount t o  be
r e c e i v e d  from t h e  c u s to m er  i n  Year V.
The q u e s t i o n  now must be answ ered  i s  such  a s u g g e s t e d  r e p o r t i n g
p r a c t i c e  f i r s t ,  sound from an a c c o u n t i n g  t h e o r y  v i e w p o i n t  and s e c o n d ,
d o e s  such  a r e p o r t i n g  t e c h n i q u e  a d v an c e  t h e  u t i l i t a r i a n  v a l u e  o f  t h e
b a l a n c e  s h e e t .  From a t h e o r e t i c a l  s t a n d p o i n t ,  by o f f s e t t i n g  t h e
d e f e r r e d  t a x  c r e d i t ,  t h e  r e p o r t e d  a s s e t  v a l u e  i n  c o n n e c t i o n  w i t h  t h e
c o n s t r u c t i o n  v e n t u r e  i s  r e d u c e d .  While  t h e  e x p e c t e d  f u t u r e  economic
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b e n e f i t  t o  be  r e c e i v e d  from t h e  c u s to m e r  i s  r e p r e s e n t e d  by th e  
" C o n s t r u c t i o n  in  P r o c e s s "  a c c o u n t ,  t o  t h e  e x t e n t  t h a t  p r o f i t  i s  
r e a l i z e d ,  t h e r e  m us t  be  a payment o f  t a x e s .  T h e r e f o r e ,  t h e  t o t a l  
e x p e c t e d  economic b e n e f i t  to  be  r e c e i v e d  from t h e  c o n s t r u c t i o n  
v e n t u r e  i s  n o t  t h e  amount r e c e i v a b l e  from th e  c u s to m e r  b u t  t h e  amount 
r e c e i v a b l e  a f t e r  c o n s i d e r a t i o n  o f  t h e  t a x  c o n s e q u e n c e s .
The v a l u e  o f  r e p o r t i n g  d e f e r r e d  t a x  c r e d i t s  o f  t h i s  n a t u r e  a s  
o f f s e t s ^  t o  t h e  r e l a t e d  a s s e t  a c c o u n t  w h ich  gave  r i s e  t o  t h e  t a x  
d e f e r r a l  i n  t h e  f i r s t  i n s t a n c e  i s  t h a t  i t  a v o i d s  t h e  p r e t e n s e  t h a t  
two a s s e t s  o f  t h e  same c o s t — e x a c t l y  a l i k e  i n  p h y s i c a l  and income 
c h a r a c t e r i s t i c s — a r e  o f  e q u a l  v a l u e  i f  t a x e s  have  b e en  p a i d  on one 
b u t  n o t  t h e  o t h e r .  The a s s e t  on w hich  th e  t a x  h a s  n o t  been  p a i d  
h a s  l e s s  v a l u e  t h a n  t h e  a s s e t  f o r  which  t h e  t a x  h a s  b e en  p a i d .  T h i s  
f a c t o r  would c e r t a i n l y  be  c o n s i d e r e d  i n  any r e l a t e d  m a n a g e r i a l  
d e c i s i o n .
The c o n c l u s i o n  o f  t h i s  a n a l y s i s  r e - a f f i r m s  t h e  e x p e n s e  n a t u r e  
o f  t h e  income t a x  c h a r g e .  I t  was a rg u e d  t h a t  in  t h e  c a s e  o f  (1) t a x  
d e d u c t i o n s  e x c e e d in g  a c c o u n t i n g  d e d u c t i o n s ,  and (2) t a x a b l e  income 
e x c e e d i n g  a c c o u n t i n g  income,  t h e  r e s u l t i n g  d e f e r r e d  t a x  c r e d i t  and 
d e b i t  w ere  n o t  l i a b i l i t i e s  and a s s e t s ,  r e s p e c t i v e l y .  T h i s  p o s i t i o n  
i n  no way c o n f l i c t s  w i t h  t h e  b a s i c  n o t i o n  t h a t  t h e  income t a x  i s  an 
e x p e n s e .  I n  f a c t ,  c o n s i d e r i n g  t h e  t a x  c o n s e q u e n c e s  o f  a t r a n s a c t i o n
*? 1Under t h i s  s u g g e s t e d  r e p o r t i n g  t r e a t m e n t ,  p r o b a b l y  i t  would 
be  more a p p r o p r i a t e  t o  g i v e  t h e  d e f e r r e d  t a x  c r e d i t  some d e s c r i p t i v e  
t i t l e  such  a s  "A ccum ula ted  C r e d i t  A r i s i n g  From D efe rm en t  o f  Revenues  
f o r  Tax P u r p o s e s . "
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a s  p a r t  and p a r c e l  o f  t h a t  t r a n s a c t i o n ,  a s  t h i s  s t u d y  recommends ,  
s t r e s s e s  w i t h  even  g r e a t e r  em p h as i s  th e  e x p e n s e  n a t u r e  o f  t h e  a n n u a l  
income t a x  c h a r g e .
I n  b r i e f ,  t h e  o n l y  t r e a t m e n t  f o r  d e f e r r e d  t a x e s  which  i s  con­
s i s t e n t  w i t h  e x i s t i n g  a c c o u n t i n g  t h e o r y  i s  t o  r e p o r t  such  b a l a n c e s  
a s  c o n t r a  a c c o u n t s  to  t h e  i t e m s  which  gave  r i s e  t o  t h e  d e f e r r a l  i n  t h e  
f i r s t  i n s t a n c e .  The n o t i o n  a g a i n s t  o f f s e t t i n g  a s s e t s  and l i a b i l i t i e s  
i s  n o t  d i s t u r b e d .  F u r t h e r m o r e ,  s u c h  a t r e a t m e n t  i s  f a r  s u p e r i o r  in  
a c h i e v i n g  i n f o r m a t i v e  r e p o r t i n g  i n  b e h a l f  o f  p r e s e n t  and p o t e n t i a l  
i n v e s t o r s .
C. ACCOUNTING FOR CORPORATE INCOME TAX RATE CHANGES
U n f o r t u n a t e l y ,  how ever ,  t h e  c o n t r a  a c c o u n t  a p p ro a c h  to  r e p o r t i n g  
d e f e r r e d  t a x e s  h a s  n o t  become g e n e r a l l y  u s e d .  The m a j o r i t y  o f  a c c o u n t ­
a n t s  s t i l l  r e p o r t  t h e  d e f e r r e d  t a x  c r e d i t  e i t h e r  a s  a " t h i r d "  s e c t i o n  
on t h e  r i g h t - h a n d  s i d e  o f  t h e  b a l a n c e  s h e e t  o r  a s  a l i a b i l i t y .  For 
t h i s  r e a s o n ,  t h e  a n a l y s i s  i n  t h e  r e m a i n d e r  o f  t h i s  c h a p t e r  w i l l  
c o n s i d e r  t h e  e f f e c t  o f  c o r p o r a t e  income t a x  r a t e  c h an g e s  on th e  
f i n a n c i a l  s t a t e m e n t s  i f  t h e  d e f e r r e d  c r e d i t ,  l i a b i l i t y ,  o r  c o n t r a  
c l a s s i f i c a t i o n  i s  u sed  f o r  r e p o r t i n g  t a x  d e f e r r a l s .
The S e l e c t i o n  o f  a Tax R a te
One o f  t h e  m a jo r  p ro b le m s  o f  im p le m e n t in g  i n t e r p e r i o d  income 
t a x  a l l o c a t i o n  i s  t h e  d e t e r m i n a t i o n  o f  t h e  amount o f  t h e  a c t u a l  
d e f e r r a l .  I n  o t h e r  w ords ,  what t a x  r a t e  s h o u ld  be  employed i n  d e t e r ­
m in in g  t h e  t a x  e f f e c t  o f  a d i f f e r e n c e  i n  t i m i n g ?  As a g u i d e l i n e ,  t h e
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Commit tee  on A c c o u n t in g  P r o c e d u r e  h a s  s u g g e s t e d  t h a t  t h e  a p p r o p r i a t e  
r a t e  may be  t h e  e s t i m a t e d  f u t u r e  t a x  r a t e .
The e s t i m a t e d  r a t e  s h o u ld  be b a se d  upon norm a l  and 
s u r t a x  r a t e s  i n  e f f e c t  d u r i n g  t h e  p e r i o d  c o v e r e d  by  th e  
income s t a t e m e n t  w i t h  such c h a n g e s  t h e r e i n  a s  can  be 
r e a s o n a b l y  a n t i c i p a t e d  a t  t h e  t im e  t h e  e s t i m a t e  i s  m a d e . ^ 2
The C o m m i t t e e ' s  p ro n o u n c e m en t ,  t h e n ,  seems to  c a l l  f o r  c u r r e n t l y
a c c u m u l a t i n g  th e  t a x  d e f e r r a l  b a s e d  upon a 48 p e r  c e n t  t a x  r a t e
( a s su m in g  t h a t  th e  c o r p o r a t i o n ' s  e x p e c t e d  f u t u r e  t a x a b l e  income i s
in  e x c e s s  o f  $ 2 5 , 0 0 0 ) ,  t h e  r a t e  which can  be r e a s o n a b l y  a n t i c i p a t e d
a t  t h i s  w r i t i n g . ^3 T h i s  p r o c e d u r e  would seem t o  be  p r o p e r  i f  th e
t a x  d e f e r r a l  i s  c o n s i d e r e d  t o  be  e i t h e r  an a s s e t ,  l i a b i l i t y ,  o r  c o n t r a
a c c o u n t  b e c a u s e  i n  each  i n s t a n c e  th e  a c c o u n t a n t  i s  a t t e m p t i n g  to  r e p o r t
t h e  f u t u r e  t a x  e f f e c t .
On th e  o t h e r  hand ,  i f  t h e  t a x  d e f e r r a l ,  s ay  i n  t h e  c a s e  o f
a c c e l e r a t e d  d e p r e c i a t i o n ,  i s  c o n s i d e r e d  a " t h i r d "  c l a s s i f i c a t i o n  on
t h e  r i g h t - h a n d  s i d e  o f  t h e  b a l a n c e  s h e e t - - a  t r e a t m e n t  i n c o m p a t i b l e
w i t h  sound r e p o r t i n g - - a  c a s e  c o u l d  p o s s i b l y  be  made f o r  a c c u m u l a t i n g
^ A m e r i c a n  I n s t i t u t e  o f  A c c o u n t a n t s ,  Committee on A c c o u n t in g  
P r o c e d u r e ,  " R e s t a t e m e n t  and R e v i s i o n  o f  A c c o u n t in g  R e s e a r c h  B u l l e t i n s , "  
A c c o u n t in g  R e s e a r c h  B u l l e t i n  No. 43 (New Y ork :  A m er ican  I n s t i t u t e
o f  A c c o u n t a n t s ,  1953) ,  p .  8 9 . r e p r i n t e d  i n  A mer ican  I n s t i t u t e  o f  
C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  A c c o u n t i n g  R e s e a r c h  and T e rm in o lo g y  
B u l l e t i n s  ( f i n a l  e d i t i o n ;  New Y ork :  A m er ican  I n s t i t u t e  o f  C e r t i f i e d
P u b l i c  A c c o u n t a n t s ,  19 6 1 ) .
^ H e r e  i t  i s  assumed t h a t  t h e  a l l o c a t i o n  comes o u t  o f  t h e  " l a s t "  
s l i c e  o f  incom e.  Something  can  be s a i d  f o r  u s i n g  an " a v e r a g e "  r a t e .
A more c o m p le t e  d i s c u s s i o n  o f  a s i m i l a r  p o i n t  i s  found i n  New J e r s e y  
S o c i e t y  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  Committee  on A c c o u n t in g  
P r i n c i p l e s  and P r a c t i c e ,  "Comment on 'A c c o u n t i n g  f o r  Income T a x e s , ' "
The J o u r n a l  o f  A c c o u n t a n c y , LXXIX (March, 1 9 4 5 ) ,  238 -2 3 9 .
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each  y e a r ' s  d e f e r r a l  a t  t h e  t a x  r a t e  i n  e f f e c t  f o r  t h a t  y e a r .  Thus ,
i n  l i n e  w i t h  t h i s  i n t e r p r e t a t i o n ,  u n d e r  t h e  1964 Revenue A c t ,  t h e  r a t e
used  s h o u ld  be  52 p e r  c e n t  f o r  1963, 50 p e r  c e n t  f o r  1964, and 48
p e r  c e n t  t h e r e a f t e r .  I n  p o i n t i n g  o u t  t h e  r e a s o n i n g  b e h in d  t h i s
p r o c e d u r e ,  P a u l  Grady, who f a v o r s  p l a c i n g  t h e  d e f e r r e d  t a x  c r e d i t
be tween  l i a b i l i t i e s  and ow n e rs '  e q u i t y ,  s t a t e d :
. . . t h e  b a l a n c e  s h e e t  a c c o u n t  i s  r e g a r d e d  a s  a d e f e r r e d  
c r e d i t ,  t o  be  c a r r i e d  u n a d j u s t e d  u n t i l  r e l e a s e d  to  
income when r e c o r d e d  d e p r e c i a t i o n  e x c e e d s  t a x  d e p r e c i a ­
t i o n .  T h i s  a p p r o a c h  c o n t e m p l a t e s  t h a t  t h e  r e l e a s e  o f  
amounts  d e f e r r e d  i s  t o  be a t  t h e  r a t e  a t  which  amounts  
p r e v i o u s l y  e n t e r e d  t h e  a c c o u n t ,  so  t h a t  t h e  e f f e c t  o f  
any d i f f e r e n c e  in  t a x  r a t e s  a s  b e tw een  t h e  y e a r  o f  p r o ­
v i s i o n  and t h e  y e a r  o f  r e l e a s e  w i l l  be  r e f l e c t e d  i n  th e
l a t t e r  y e a r . ^
C a r e f u l  e x a m i n a t i o n  o f  t h i s  p o s i t i o n ,  how ever ,  seems to  c a l l  
f o r  t r e a t i n g  t h e  d e f e r r e d  t a x  c r e d i t  a s  a r e t a i n e d  e a r n i n g s  s u s p e n s e  
i t e m .  Such a t r e a t m e n t ,  o f  c o u r s e ,  i s  c o m p l e t e l y  u n s a t i s f a c t o r y .^5
A d j u s t m e n t s  f o r  Tax R a te  Changes
A n o th e r  m a jo r  p rob lem  a s s o c i a t e d  w i t h  t h e  p r a c t i c e  o f  i n t e r p e r i o d  
t a x  a l l o c a t i o n  i s  t h e  d e t e r m i n a t i o n  o f  t h e  p r o p e r  a d j u s t m e n t s ,  i f  any ,  
to  t h e  d e f e r r e d  t a x  a c c o u n t s  when th e  t a x  r a t e  c h a n g e s  from t h e  l e v e l  
i n  e f f e c t  a t  t h e  t im e  t h e  a c c o u n t s  were  a c c u m u l a t e d .  Many a c c o u n t a n t s  
have  r e a d i l y  a g r e e d  t h a t  i f  t h e  t a x  r a t e s  a r e  n o t  c o n s t a n t  t h r o u g h o u t
^ P a u l  Grady, "Tax E f f e c t  A c c o u n t in g  When B a s i c  F e d e r a l  Income 
Tax R a te  C h a n g e s , "  The J o u r n a l  o f  A c c o u n t a n c y , CXVII ( A p r i l ,  1964) ,  
26.
^ F o r  an i l l u s t r a t i o n  o f  t h e  w o rk in g s  o f  G r a d y ' s  reco m m en d a t io n ,  
s ee  i n f r a , p p .  137 -1 3 9 .
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t h e  p e r i o d  o f  a l l o c a t i o n ,  t h e n  a c o r r e c t i o n  i s  c l e a r l y  i n  o r d e r . 26 
Such an o b s e r v a t i o n  i s  i n  harmony w i t h  t h e  a n a l y s i s  o f  t h e  economic 
n a t u r e  o f  t h e  c o r p o r a t e  income t a x  c h a r g e  a s  p r e s e n t e d  e a r l i e r  i n  
t h i s  s t u d y .
Because  c o r p o r a t e  income t a x  r a t e s  have  re m a in ed  unchanged  s i n c e  
income t a x  a l l o c a t i o n  h a s  become w i d e l y  p r a c t i c e d ,  a c c o u n t a n t s  have  
n e v e r  had th e  o c c a s i o n  to  accompany t h e i r  o b s e r v a t i o n s - - t h a t  a d j u s t ­
m en ts  s h o u ld  be  made when t h e r e  i s  a change  in  t h e  t a x  r a t e - - w i t h  any 
s p e c i f i c  r e c o m m en d a t io n s  a s  to  th e  n a t u r e  o f  such  c o r r e c t i o n s .  With 
t h e  p a s s a g e  o f  t h e  1964 Revenue A c t ,  a c c o u n t a n t s  can  no lo n g e r  c o n t i n u e  
to  i g n o r e  t h e  form o f  t h e  t a x  d e f e r r a l  a d j u s t m e n t s .  As o f  t h i s  
w r i t i n g ,  how ever ,  w i t h  one s i n g l e  e x c e p t i o n ,  no s u g g e s t i o n s  have  been  
f o r th c o m i n g  from a c c o u n t a n t s .
The one e x c e p t i o n  was P a u l  Grady,  who even though D i r e c t o r  o f  
A c c o u n t in g  R e s e a r c h  f o r  th e  AICPA, i s s u e d  a " s t a t e m e n t  on h i s  own 
r e s p o n s i b i l i t y "  i n  A p r i l ,  1964 .^7  Grady f e l t  t h a t  t h e r e  were two 
g e n e r a l l y  p r a c t i c e d  " t h e o r i e s "  o f  t a x  a l l o c a t i o n :  (1) c o n s i d e r  th e
t a x  d e f e r r a l  a s  a n o n - l i a b i l i t y  on t h e  r i g h t - h a n d  s i d e  o f  t h e  b a l a n c e  
s h e e t ,  o r  (2) r e g a r d  t h e  t a x  d e f e r r a l  a s  an e s t i m a t e d  l i a b i l i t y .  I f  
t h e  d e f e r r a l  i s  c o n s i d e r e d  a d e f e r r e d  c r e d i t  o u t s i d e  t h e  l i a b i l i t y  
c l a s s i f i c a t i o n ,  a s  Grady recommended, he  s u g g e s t e d  t h e  f o l l o w i n g  
p r o c e d u r e  when t h e r e  i s  a change  in  income t a x  r a t e s .
^ M a u r i c e  M o o n i tz ,  "Income Taxes  i n  F i n a n c i a l  S t a t e m e n t s , "  The 
A c c o u n t in g  R ev iew , XXXII ( A p r i l ,  1 9 5 7 ) ,  179 and Sands ,  _op. c i t . , p .  590 .
^ G r a d y ,  op .  c i t . , pp .  25 -2 7 .
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The a c c u m u l a t i o n  a t  any  p o i n t  i n  t im e  o f  t h e  amounts  o f  
c u r r e n t  t a x  r e d u c t i o n  p r o v i d e d  f o r  p r e v i o u s l y  s h o u ld  be  
a l l o c a t e d  to  f u t u r e  p e r i o d s  a t  t h e  same r a t e  t h a t  t h e  
amounts  were  a c c u m u la t e d  i n  t h e  a c c o u n t . . . 28
I n  o t h e r  w o rd s ,  t h e  e n t r i e s  r e d u c i n g  t h e  t a x  d e f e r r e d  a c c o u n t  
would be t h e  same a s  i f  no t a x  r a t e  change  had o c c u r r e d .
An i l l u s t r a t i o n . To i l l u s t r a t e  t h e  p r o c e d u r e s  i n v o l v e d ,  assume 
t h a t  a d e p r e c i a b l e  f i x e d  a s s e t  was p u r c h a s e d  a t  th e  b e g i n n i n g  o f  
1961 and s u m - o f - t h e - y e a r s ' d i g i t s  method o f  d e p r e c i a t i o n  i s  used  
f o r  t a x  p u r p o s e s  w h i l e  s t r a i g h t - l i n e  i s  u t i l i z e d  f o r  f i n a n c i a l  a c c o u n t ­
in g  p u r p o s e s .  Assuming no s a l v a g e  v a l u e ,  and a t e n  y e a r  l i f e ,  t h e  
a n n u a l  d e p r e c i a t i o n  would b e  a s  p r e s e n t e d  in  Columns A and B, 
r e s p e c t i v e l y ,  o f  T a b le  VI.  Column C r e f l e c t s  t h e  d i f f e r e n c e  i n  
book d e p r e c i a t i o n  and t a x  d e p r e c i a t i o n .  Assuming t h a t  t h e  com pany 's  
t a x a b l e  income i s  in  e x c e s s  o f  $2 5 ,0 0 0  f o r  e ach  y e a r  o f  a s s e t  
d e p r e c i a t i o n ,  and t h a t  t h e  t a x  r a t e  a p p l i e d  t o  such  income i s  52 p e r  
c e n t ,  t h e n , t h e  i n c r e a s e s  ( f i r s t  f i v e  y e a r s )  and d e c r e a s e s  ( l a s t  f i v e  
y e a r s )  t o  t h e  d e f e r r e d  t a x  a c c o u n t  would be  a s  p r e s e n t e d  in  Column D.
The t a x  d e f e r r a l  a s  a n o n - l i a b i l i t y . Grady s t a t e d  t h a t  i f  t h e  
d e f e r r e d  t a x  a c c o u n t  was c o n s i d e r e d  a n o n - l i a b i l i t y , t h e n  no a d j u s t ­
ment a t  t h e  t im e  o f  t h e  t a x  change  was i n  o r d e r .  For  any a d d i t i o n a l  
a c c u m u l a t i o n ,  t h e  new r a t e s  s h o u ld  be u s e d .  T h i s  p r o c e d u r e  i s  
d e p i c t e d  i n  Column F o f  T ab le  V I .  A c c u m u la t io n s  f o r  1961-63 were  
made u s i n g  t h e  p r e v a i l i n g  52 p e r  c e n t  t a x  r a t e ,  f o r  1964 a 50 p e r  c e n t  
t a x  r a t e  was a p p l i e d ,  and  f o r  1965,  t h e  l a s t  y e a r  o f  a c c u m u l a t i o n ,  a
28Ibid., p. 27.
TABLE VI
ACCOUNTING FOR TAX RATE CHANGE — AN ILLUSTRATION
A B C D E F
E n t r i e s  to Tax D e f e r r a l Account
C ons tan t  Tax Rate I f  Tax Rate Changes
End of Tax Book L i a b i l i t y Defer red
Year D e p r e c i a t i o n D e p r e c i a t i o n A-B C X 52% or Contra C re d i t
1961 $10,000 $ 5 ,500 $ 4 ,500 $ 2,340 $ 2,340 $ 2,340
1962 9 ,000 5,500 3,500 1,820 1,820 1,820
1963 8 ,000 5,500 2,500 1,300 1,300 1,300
1964 7,000 5 ,500 1,500 780 720 750
1965 6,000 5,500 500 260 240 240
1966 5 ,0 0 0 5 ,500 (500) (260) (240) (240)
1967 4 ,000 5,500 (1,500) (780) (720) (750)
1968 3,000 5 ,500 (2 ,500) (1,300) (1,200) (1,300)
1969 2,000 5 ,500 (3,500) (1 ,820) (1 ,680) (1 ,820)
1970 1,000 5 ,500 (A, 500) (2 ,340) (2 ,160) (2 ,340)
TOTAL $55,000 $55,000 -0 - -  0- - 0 -







r a t e  o f  48 p e r  c e n t  was employed.  In  1966, t h e  t a x  d e f e r r a l  must 
b e g i n  t o  d e c r e a s e .  Grady w ro te  t h a t  t h e  r a t e s  t o  be  u s ed  f o r  
d raw in g  down t h e  t a x  d e f e r r a l  w ere  t o  be  t h e  same a s  employed in  
b u i l d i n g  up t h e  a c c o u n t .  I t  seems t h a t  Grady had i n  mind,  a l t h o u g h  
he  d i d  n o t  i l l u s t r a t e ,  t h e  p r o c e d u r e  a s  employed f o r  1966-1970 ,  
p r e s e n t e d  in  Column F o f  T a b le  V I .  C a r r y i n g  t h i s  s u g g e s t i o n  t o  i t s  
l o g i c a l  c o n c l u s i o n ,  i t  would mean c h a r g i n g  $ 2 , 3 4 0 ,  t h e  amount o f  t h e  
t a x  d e f e r r a l  a c c u m u l a t e d  i n  1961 when t h e  52 p e r  c e n t  t a x  r a t e  was 
i n  e f f e c t ,  a g a i n s t  r e v e n u e  o f  1970 when a 48 p e r  c e n t  r a t e  was 
a p p l i c a b l e .  In  o t h e r  w o rd s ,  t h e  c h a r g e s  a g a i n s t  r e v e n u e  would be  t h e  
same a s  i f  t h e  t a x  r a t e  n e v e r  changed  (compare  Column F w i t h  Column D 
f o r  y e a r  1 9 7 0 ) .  C l e a r l y  such a p r o c e d u r e  d o es  n o t  r e f l e c t  economic  
r e a l i t y ,  t o  say  n o t h i n g  o f  t h e  c o m p l i c a t i o n s  a s s o c i a t e d  w i t h  i t s  
p r a c t i c a l  a p p l i c a t i o n .
Grady d i d  o f f e r  one a l t e r n a t i v e  f o r  r e c o r d i n g  t h e  r e d u c t i o n  to  
t h e  d e f e r r a l  t a x  a c c o u n t .  He s u g g e s t e d  t h a t  an  a v e r a g e  r a t e  b e  u s e d ,  
b u t  he  d i d  n o t  o f f e r  any  f u r t h e r  comment.  One can  o n l y  s p e c u l a t e  
w h e th e r  he had i n  mind a w e ig h te d  a v e r a g e  r a t e  and t h e  t e c h n i q u e s  he 
would u s e .
The t a x  d e f e r r a l  a s  a l i a b i l i t y  o r  c o n t r a  a c c o u n t . I f  t h e  
p r a c t i c i n g  a c c o u n t a n t  r e p o r t s  t h e  t a x  d e f e r r a l  a s  a l i a b i l i t y  o r  a s  
a c o n t r a  a c c o u n t  w i t h  t h e  1964 Revenue A ct  t a x  r a t e  r e d u c t i o n s  o f  
1964 to  50 p e r  c e n t  and 1965 t o  48 p e r  c e n t ,  t h e n  i n  1964, an a d j u s t ­
ment s h o u ld  be  made ( s e e  Column E o f  T a b le  VI) t o  t h e  d e f e r r e d  t a x  
a c c o u n t  on t h e  b a s i s  o f  t h e  48 p e r  c e n t  r a t e — t h e  r a t e  which  i s
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e x p e c t e d  to  r e m a in  i n  e f f e c t  i n  t h e  f o r e s e e a b l e  f u t u r e .  The a d j u s t ­
ment would be a s  f o l l o w s  i n  1964:
D e f e r r e d  income t a x  l i a b i l i t y  (o r  c o n t r a  a c c o u n t )  $420 
C o r r e c t i o n  o f  d e f e r r e d  t a x e s  due  t o  r a t e  ch an g e  $420
( o r  r e t a i n e d  e a r n i n g s )
The amount  o f  t h e  a d j u s t m e n t  would be t h e  b a l a n c e  o f  t h e  d e f e r r a l
a c c o u n t  a f t e r  t h e  a s s e t  i s  f u l l y  d e p r e c i a t e d - - a f t e r  197C in  t h e
i l l u s t r a t i o n .  The amount o f  t h e  a d j u s t m e n t ,  how ever ,  can  e a s i l y
be  d e t e r m i n e d  from th e  a c c o u n t i n g  r e c o r d s  w i t h o u t  h a v i n g  t o  p r e p a r e
a s p e c i a l  s c h e d u l e  f o r  t h e  a s s e t ' s  e x p e c t e d  r e m a i n i n g  l i f e  a s
p r e s e n t e d  i n  T a b l e  VI. T h i s  c o u l d  be  done  by d i v i d i n g  th e  b a l a n c e
o f  t h e  d e f e r r e d  t a x  a c c o u n t  a t  t h e  d a t e  o f  t h e  t a x  a d j u s t m e n t  by
t h e  t a x  r a t e  u sed  to  a c c u m u l a t e  t h e  d e f e r r e d  a c c o u n t  ( t h e  r a t e  in
e f f e c t  t o  d a t e  o f  change )  and m u l t i p l y i n g  t h e  r e s u l t  by th e  amount
o f  t h e  t a x  r a t e  c h a n g e .  For  i n s t a n c e ,  l e t t i n g :
TA = amount of tax adjustment
B = b a l a n c e  o f  d e f e r r e d  t a x  a c c o u n t  a t  t im e  o f  a d j u s t m e n t
TR1 = t a x  r a t e  i n  e f f e c t  t o  a c c u m u l a t e  d e f e r r e d  t a x
TR" = anticipated future tax rate
A  TR = TR' - TR"
u s i n g  t h e  d a t a  from T a b le  V I :
B -  $2340 +  $1820 +  $1300 -  $5460
TR' => 527»
TR" = 48%
ATR  -  527c -  487. -  47.
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and l e t t i n g :
TA = * S A  TR>
TR’
t h e n :




The a bove  a n a l y s i s  was p r e s e n t e d  in  t e rm s  o f  a t a x  d e f e r r a l  
w i t h  a c r e d i t  b a l a n c e  and w i t h  a t a x  r a t e  d e c r e a s e .  The a c c o u n t i n g  
t r e a t m e n t  f o r  a d e f e r r e d  t a x  d e b i t  w i t h  a r a t e  i n c r e a s e  would be 
s i m i l a r .  On t h e  o t h e r  h a n d ,  a d e f e r r e d  t a x  d e b i t  w i t h  a t a x  r a t e  
d e c r e a s e  o r  a d e f e r r e d  t a x  c r e d i t  w i t h  a t a x  r a t e  i n c r e a s e  would 
r e q u i r e  c r e d i t i n g  t h e  t a x  d e f e r r a l  a c c o u n t  and d e b i t i n g  an a c c o u n t  
t o  c o r r e c t  p r o f i t s  o f  p r i o r  p e r i o d s .  One a c c o u n t a n t  ha s  s t a t e d  t h a t  
i n  making  t h e  a d j u s t i n g  e n t r i e s ,  t h e r e  s h o u ld  be  r e q u i r e d ,  on t h e  
g ro u n d s  o f  c o n s e r v a t i s m ,  more s u b s t a n t i a l  e v i d e n c e  t o  i n c r e a s e
9 Qt h e  r e t a i n e d  e a r n i n g s  a c c o u n t  ( c r e d i t i n g  a " c o r r e c t i o n "  a c c o u n t ) .  y 
Be t h a t  a s  i t  may, i f  t h e  amount i n v o l v e d  i s  m a t e r i a l ,  and t h e  t a x  
r a t e  i s  e x p e c t e d  t o  r em a in  a t  i t s  new o r  lower  l e v e l  ( i n  t h e  c a s e  
o f  an i n i t i a l  d e c r e a s e ) ,  t h e n  c l e a r l y  an a d j u s t m e n t  i s  n e c e s s i t a t e d .
Changes i n  P r o f i t  L e v e l s
A n o th e r  p ro b le m  f a c i n g  a c c o u n t a n t s  i n  p r a c t i c i n g  t a x  a l l o c a t i o n  
i s  t h e  d i f f i c u l t y  which a r i s e s  when t h e  t a x e s  u l t i m a t e l y  p a y a b l e
2Q
Sands, a£. cit., p. 590.
become d i f f e r e n t  from th e  t a x e s  e s t i m a t e d  a t  t h e  t ime t h e  d e f e r r a l  
was r e c o g n i z e d  b e c a u s e  p r o f i t  l e v e l s  changed  i n  t h e  meant ime c a u s i n g  
d i f f e r e n t  t a x  r a t e s  to  be  a p p l i c a b l e .  For example)  i f  t h e  t a x a b l e  
income was be low  $ 2 5 ,0 0 0  f o r  1964, th e  a p p l i c a b l e  t a x  r a t e  was 22 
p e r  c e n t .  Then i f  t h e  c o r p o r a t i o n ' s  t a x a b l e  income i s  i n  e x c e s s  o f
$ 2 5 ,0 0 0 ,  i t  i s  s u b j e c t  t o  t h e  s u r t a x  (28 p e r  c e n t  f o r  1965 and
t h e r e a f t e r ) .
As a p r a c t i c a l  s o l u t i o n  t o  t h i s  p ro b le m ,  and to  a v o i d  c o n t i n u e d  
a d j u s t m e n t s  t o  t h e  t a x  d e f e r r a l  a c c o u n t ,  t h i s  w r i t e r  s u g g e s t s  t t ie same 
p o l i c i e s  be  employed a s  o u t l i n e d  above f o r  t a x  r a t e  c h a n g e s .  T h a t  i s ,  
i f  t h e  new income l e v e l  i s  e x p e c t e d  to  p r e v a i l  i n t o  t h e  f o r e s e e a b l e  
f u t u r e  ( e . g . ,  a new and grow ing  company) which p a s s e s  t h e  $ 2 5 ,000  
mark i n  i t s  f i r s t  few y e a r s ,  t h e n  an a d j u s t m e n t  s h o u ld  be  made f o r  
t h e  new a p p l i c a b l e  t a x  r a t e .  I f  t h e r e  was to o  much u n c e r t a i n i t y  a s  
t o  t h e  f u t u r e  p r o f i t  l e v e l  o f  t h e  f i r m ,  th e n  i t  seems a p p r o p r i a t e
n o t  to  r e c o r d  an a d j u s t m e n t .
y
A s s e t  D i s p o s i t i o n
T h e re  i s  s t i l l  one o t h e r  p ro b lem  i n  need  o f  a t t e n t i o n  in  c o n n e c t i o n  
w i t h  th e  p r a c t i c e  o f  i n t e r p e r i o d  income t a x  a l l o c a t i o n .  I t  i s  t h e  
q u e s t i o n  o f  t h e  p r o p e r  d i s p o s i t i o n  o f  t h e  d e f e r r e d  t a x  a c c o u n t  when 
t h e  i t e m  which  gave  r i s e  t o  t h e  d e f e r r a l ,  s a y  e q u ip m e n t ,  i s  d i s p o s e d  
o f  b e f o r e  t h e  t a x  d e f e r r a l  h a s  b a l a n c e d  o u t .
T h i s  p ro b le m  i s  e a s i l y  r e s o l v e d  when t h e  t w o - f o l d  v a l u e  (o r  i n  
t h e  c a s e  o f  a l i a b i l i t y ,  t w o - f o l d  o b l i g a t i o n )  o f  t h e  a s s e t  i s  c o n s i d e r e d
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(1) i t s  s e r v i c e  p o t e n t i a l ,  and (2) i t s  t a x  r e d u c i n g  v a l u e .  S in c e  
a c c o u n t a n t s  r e c o r d  t h e  e x p i r a t i o n  o f  t h e  s e r v i c e  p o t e n t i a l  v i a  
d e p r e c i a t i o n ,  i t  f o l l o w s  t h a t  t h e  t a x  r e d u c i n g  p o t e n t i a l  o f  t h e  
a s s e t  s h o u ld  be h a n d le d  i n  t h e  same m anner .  In  o t h e r  w o rd s ,  t h e  t a x  
d e f e r r a l  s h o u ld  be  w r i t t e n  o f f  by r e c o g n i z i n g  a g a i n  from owning an 
a s s e t  which  p r o v i d e d  a f i r m  w i t h  an o p p o r t u n i t y  to  r e d u c e  i t s  t a x e s  
d u r i n g  t h e  p e r i o d  o f  i t s  o w n e r s h i p .
To i l l u s t r a t e ,  assume t h a t  t h e  a s s e t  d e p i c t e d  i n  T a b le  VI i s  
d i s p o s e d  o f  a t  t h e  b e g i n n i n g  o f  1964.  At t h i s  p o i n t ,  t h e  t a x  d e f e r r a l  
a c c o u n t  would h a v e  a b a l a n c e  o f  $ 5 ,4 6 0 ,  and a cc u m u la t e d  d e p r e c i a t i o n  
o f  $ 1 6 ,5 0 0  on t h e  b o o k s .  Assuming t h a t  th e  a s s e t  i s  s o l d  f o r  $ 4 0 ,000  
c a s h  and i t s  o r i g i n a l  c o s t  was $ 5 5 ,0 0 0 ,  t h e  e n t r y  t o  r e c o r d  t h e  
d i s p o s i t i o n  would b e ,  i f  t h e  c o n t r a  a c c o u n t  was u s e d ,  a s  f o l l o w s :
A ccum ula ted  d e d u c t i o n s  c a u s e d  by r a p i d  w r i t e - o f f  $ 5 ,4 6 0
A ccum ula ted  d e p r e c i a t i o n  16 ,500
The " u n e x p i r e d "  t a x  r e d u c t i o n  b e n e f i t  o f  t h e  a s s e t  s e r v e s  to  
i n c r e a s e  t h e  g a i n  o r  r e d u c e  t h e  l o s s ,  a s  t h e  c a s e  may b e ,  upon e a r l y  
d i s p o s i t i o n  o f  t h e  r e l a t e d  a s s e t .
S e v e r a l  p ro b le m s  a r i s e  i n  t h e  i m p l e m e n t a t i o n  o f  i n t e r p e r i o d  
income t a x  a l l o c a t i o n .  One o f  t h e s e  i s  t h e  p r o p e r  c l a s s i f i c a t i o n  
o f  t h e  t a x  d e f e r r a l  a c c o u n t s .  S e v e r a l  a l t e r n a t i v e s  f o r  c l a s s i f y i n g  
t a x  d e f e r r a l s  have  been  o f f e r e d  by  t h e  a d v o c a t e s  o f  i n t e r p e r i o d
Cash 4 0 ,0 0 0
Equipment
Gain on d i s p o s a l  o f  f i x e d  a s s e t s
$ 5 5 ,0 0 0
6 ,9 6 0
D. SUMMARY
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a l l o c a t i o n .  These a l t e r n a t i v e s  i n c l u d e  c o n s i d e r i n g  t h e  d e f e r r a l  (1) a s  
a p a r t  o f  o w n e r s '  e q u i t y ,  (2) a s  a " t h i r d "  c l a s s i f i c a t i o n  on t h e  r i g h t -  
hand s i d e  o f  t h e  b a l a n c e  s h e e t  be tw een  l i a b i l i t i e s  and ow n e rs '  e q u i t y ,  
(3) a s  a l i a b i l i t y ,  i n  t h e  c a s e  o f  c r e d i t  b a l a n c e s ,  and (4) a s  an 
a s s e t ,  i n  t h e  c a s e  o f  d e b i t  b a l a n c e s .  None o f  t h e s e  p r o p o s a l s ,  however ,  
a r e  c o n s i s t e n t  w i t h  e x i s t i n g  a c c o u n t i n g  t h e o r y .
T h i s  s t u d y  p ro p o s e d  p r e s e n t i n g  t a x  d e f e r r a l s  a s  " o f f s e t s "  or  
c o n t r a  a c c o u n t s  to  t h e  b a l a n c e  s h e e t  i t e m  which  gave  r i s e  t o  t h e  
d e f e r r a l  i n  t h e  f i r s t  i n s t a n c e .  Such a t r e a t m e n t  i s  n o t  o n l y  con­
s i s t e n t  w i t h  e x i s t i n g  a c c o u n t i n g  t h e o r y ,  b u t  a l s o  r e s u l t s  i n  more 
i n f o r m a t i v e  f i n a n c i a l  r e p o r t i n g  than  h e r e t o f o r e  ha s  g e n e r a l l y  been  
p r a c  t i c e d .
In addition to solving the classification dilemma for the tax 
deferral, practitioners of interperiod tax allocation must also 
devise appropriate procedures for accounting for changes in the 
corporate income tax rates. This is a problem of recent origin to 
which the solution is rather clear-cut.
CHAPTER VI
ACCOUNTING FOR THE INVESTMENT CREDIT AND NET OPERATING 
LOSS CARRYBACKS AND CARRYOVERS
C l o s e l y  r e l a t e d  t o  t h e  p rob lem  o f  i n t e r p e r i o d  t a x  a l l o c a t i o n  
d i s c u s s e d  in  C h a p te r  V i s  t h e  p ro b le m  o f  t i m i n g  f o r  f i n a n c i a l  r e p o r t i n g  
p u r p o s e s  t h e  newly  i n a u g u a r a t e d  i n v e s t m e n t  t a x  c r e d i t  and th e  b e n e f i t s  
o f  n e t  o p e r a t i n g  l o s s  c a r r y b a c k s  and c a r r y o v e r s .
A g r e a t  d e a l  o f  c o n f u s i o n  p r e s e n t l y  s u r r o u n d s  t h e  p r o p e r  a c c o u n t ­
in g  m e thodo logy  f o r  t h e  i n v e s t m e n t  c r e d i t .  E s s e n t i a l l y  t h e  p rob lem  
i s  w h e th e r  t h e  e n t i r e  i n v e s t m e n t  c r e d i t  s h o u ld  be r e f l e c t e d  i n  th e  
income s t a t e m e n t  i n  t h e  y e a r  o f  t h e  a s s e t  a c q u i s i t i o n  o r  s h o u ld  i t  
be  s p r e a d  ove r  t h e  p r o d u c t i v e  l i f e  o f  t h e  a s s e t .  In  c o n n e c t i o n  w i th  
o p e r a t i n g  l o s s  c a r r y b a c k s  and c a r r y o v e r s ,  t h e  p rob lem  i s  w h e th e r  t h e  
b e n e f i t  s h o u ld  be r e c o g n i z e d  in  t h e  y e a r  o f  th e  l o s s ,  t h e  y e a r  when 
r e a l i z e d ,  o r  i n  some o t h e r  p e r i o d .  These  a r e  t h e  b a s i c  p ro b lem s  
c o n s i d e r e d  in  t h i s  c h a p t e r .
A. THE INVESTMENT TAX CREDIT
Background
The Revenue A ct  o f  1962 s o u g h t  to  e n c o u r a g e  i n v e s t m e n t  in  
p r o d u c t i v e  f a c i l i t i e s  by p e r m i t t i n g  t a x p a y e r s  t o  r e d u c e  t h e i r  f e d e r a l  
income t a x e s  by a s p e c i f i e d  p e r c e n t a g e  o f  th e  c o s t  o f  c e r t a i n
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d e p r e c i a b l e  p r o p e r t i e s  a c q u i r e d  a f t e r  J a n u a r y  1, 1962. T h i s  r e d u c t i o n  
i s  known a s  t h e  i n v e s t m e n t  t a x  c r e d i t .
More s p e c i f i c a l l y ,  t h e  i n v e s t m e n t  c r e d i t  p r o v i d e d  t h a t  t h e  t a x ­
p a y e r  c o u ld  d e d u c t  up to  7 p e r  c e n t ,  w i t h  c e r t a i n  l i m i t a t i o n s , o f  t h e  
c o s t  o f  t a n g i b l e  p e r s o n a l  p r o p e r t y  a c q u i s i t i o n s  t h a t  had an e s t i m a t e d  
l i f e  o f  8 o r  more y e a r s .  Reduced c r e d i t s  were  a l l o w e d  f o r  p r o p e r t y  
w i t h  a u s e f u l  l i f e  o f  more th a n  4 y e a r s ,  b u t  l e s s  t h a n  8 y e a r s .
The b a s i s  o f  t h e  p r o p e r t y  q u a l i f y i n g  f o r  t h e  i n v e s t m e n t  c r e d i t  
a l s o  had t o  b e  r e d u c e d  f o r  f u t u r e  d e p r e c i a t i o n  p u r p o s e s  by t h e  amount 
o f  th e  r e l a t e d  i n v e s t m e n t  c r e d i t .  The Revenue A c t  o f  1964 e l i m i n a t e d  
t h i s  l a t t e r  r e q u i r e m e n t  o f  t h e  1962 A c t ,  h ow ever .  Simply s t a t e d ,  a l l  
t h a t  i s  r e q u i r e d  o f  t h e  t a x p a y e r  u n d e r  t h e  p r e s e n t  law i s  t o  m u l t i p l y  
t h e  a p p r o p r i a t e  p e r c e n t a g e  t im e s  t h e  c o s t  o f  t h e  q u a l i f y i n g  a s s e t  
and d e d u c t  t h e  r e s u l t  from h i s  income t a x e s  t h a t  would o t h e r w i s e  be  
p a y a b l e . ^
B a s i c a l l y  t h e r e  a r e  two v i e w p o i n t s  c o n c e r n i n g  t h e  a p p r o p r i a t e  
a c c o u n t i n g  t r e a t m e n t  o f  t h e  a l l o w a b l e  d e d u c t i o n  o r  i n v e s t m e n t  t a x  
c r e d i t .  One v i e w p o i n t  h o l d s  t h a t  t h e  e n t i r e  i n v e s t m e n t  c r e d i t  sh o u ld  
be  r e c o g n i z e d  a s  a t a x  e x p en se  r e d u c t i o n  in  t h e  y e a r  o f  t h e  a s s e t ' s  
a c q u i s i t i o n .  A c o n t r a r y  v i e w p o i n t  m a i n t a i n s  t h a t  t h e  i n v e s t m e n t  c r e d i t  
b e n e f i t  s h o u ld  be  s p r e a d  o v e r  t h e  e x p e c t e d  u s e f u l  l i f e  o f  t h e  a c q u i r e d  
f a c i l i t y .
^The c u r r e n t l y  p r e v a i l i n g  a p p l i c a b l e  r u l e s  a r e  d e t a i l e d  i n  
t h e  I n t e r n a l  Revenue Code o f  1954 ( a s  amended F e b r u a r y ,  1964) Sec .  38 ,  
4 6 - 4 8 .
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For p u r p o s e s  o f  i l l u s t r a t i o n ,  assume t h e  a c q u i s i t i o n  o f  a f u l l y  
q u a l i f i e d  p i e c e  o f  eq u ip m en t  i n  1965 f o r  $ 1 0 0 ,0 0 0 .  The equ ipm ent  
h a s  an e s t i m a t e d  u s e f u l  l i f e  o f  10 y e a r s .  Assume f u r t h e r  t h a t  t h e  
t a x a b l e  income and a c c o u n t i n g  income w i t h o u t  r e g a r d  to  t h e  i n v e s t m e n t  
c r e d i t  amount t o  $90 ,000  w i t h  1965 income t a x  r a t e s  in  e f f e c t .
As A Tax Expense  R ed u c t io n
I f  t h e  e n t i r e  amount o f  t h e  i n v e s t m e n t  c r e d i t  (7X X $100 ,000  =
$ 7 ,0 0 0 )  was c o n s i d e r e d  t o  be a r e d u c t i o n  in  t h e  income t a x  e x p en se
i n  th e  y e a r  o f  t h e  a s s e t  a c q u i s i t i o n ,  t h e  f o l l o w i n g  e n t r y  would be
r e c o r d e d  (a s sum ing  t h e  r e g u l a r  t a x  a c c r u a l  e n t r y  was m a d e ) :
Income Taxes  P a y a b l e  $ 7 ,0 0 0
Income Tax Expense  A d ju s tm e n t  A r i s i n g
From t h e  I n v e s t m e n t  Tax C r e d i t  $ 7 ,0 0 0
The l a s t  s e c t i o n  o f  t h e  income s t a t e m e n t ,  even  u n d e r  t h e  c u r r e n t
o p e r a t i n g  p e r fo r m a n c e  c o n c e p t ,  would be p r e s e n t e d  a s  f o l l o w s :
Net income b e f o r e  income t a x e s  . . .  ............................. $ 9 0 ,0 0 0
Income t a x  e x p e n s e .......................................................$ 36 ,700
L e s s :  Income t a x  e x p en se  a d j u s t ­
ment a r i s i n g  from t h e  i n v e s t m e n t
t a x  c r e d i t ...................................................... 7 ,000
P r o v i s i o n  f o r  income t a x e s  ...................................................... 29 ,700
Net income a f t e r  income t a x e s  . . . . .  .......................  $ 60 ,300
I f  t h e  i n v e s t m e n t  c r e d i t  i s  c o n s i d e r e d  to  be  an income t a x  r e d u c t i o n  
i n  f u l l  i n  t h e  y e a r  o f  t h e  a s s e t  p u r c h a s e ,  th e n  i n  s u b s e q u e n t  p e r i o d s  
no f u r t h e r  a d j u s t m e n t s  i n  c o n n e c t i o n  w i t h  t h e  i n v e s t m e n t  c r e d i t  would 
be  r e q u i r e d .
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S p r e a d i n g  th e  C r e d i t  Over t h e  L i f e  o f  t h e  A s s e t
I n s t e a d  o f  r e c o g n i z i n g  t h e  e n t i r e  i n v e s t m e n t  c r e d i t  a s  a r e d u c t i o n  
o f  income t a x  e x p e n s e  i n  th e  y e a r  o f  t h e  a s s e t  a c q u i s i t i o n ,  t h e  c o n t r a r y  
v i e w p o i n t  h o l d s  t h a t  t h e  c r e d i t  s h o u ld  b e  s p r e a d  o v e r  t h e  l i f e  o f  t h e  
a s s e t .  One p o s s i b l e  s e t  o f  e n t r i e s  t o  im plem ent  t h i s  p r o p o s a l  would 
be  a s  f o l l o w s :
(1) Income Tax Expense  $ 36 ,700
Income Tax P a y a b l e  $ 36 ,700
To r e c o r d  t h e  t a x  a c c r u a l
(2) Income Taxes  P a y a b l e  7 ,0 0 0
U nam or t ized  I n v e s t m e n t  Tax C r e d i t  7 ,0 0 0
To r e c o g n i z e  t h e  i n v e s t m e n t  c r e d i t
(3) U n am o r t ized  I n v e s t m e n t  Tax C r e d i t  700
A m o r t i z a t i o n  o f  I n v e s t m e n t  Tax C r e d i t  700
To r e c o g n i z e  t h e  p o r t i o n  o f  t h e
i n v e s t m e n t  c r e d i t  a p p l i c a b l e  t o  1965
E n t r y  (3) would  be  r e p e a t e d  each  y e a r  u n t i l  t h e  d i s p o s a l  o f  t h e
a c c o u n t  o r  t h e  a s s e t ,  w h ic h e v e r  o c c u r s  f i r s t .  The income s t a t e m e n t
i n  1965, w i t h  s i m i l a r  p r e s e n t a t i o n  in  l a t e r  y e a r s ,  would a p p e a r  a s
f o l l o w s :
Net income b e f o r e  income t a x e s  ......................................................  $ 9 0 ,000
Income t a x  e x p e n s e  ..................................  . . . . .  $ 36 ,700
L e s s :  A m o r t i z a t i o n  o f  i n v e s t m e n t
t a x  c r e d i t .....................................................................  700
P r o v i s i o n  f o r  income t a x e s  ................................................................ 36 ,000
Net income a f t e r  income t a x e s  . . . . . . . . . . . .  $ 54 ,000
R e p o r t i n g  t h e  i n v e s t m e n t  c r e d i t  i n  t h e  b a l a n c e  s h e e t . The 
q u e s t i o n  now to  be an sw ered  i s  how s h a l l  t h e  "U n am o r t i z ed  I n v e s t m e n t  
Tax C r e d i t "  be r e p o r t e d  i n  t h e  b a l a n c e  s h e e t ?  In  a n s w e r in g  t h i s  
q u e s t i o n ,  t h e  i s s u e  can  a l s o  be r e s o l v e d  a s  to  which m e t h o d - - r e c o g n i z i n g  
t h e  e n t i r e  i n v e s t m e n t  c r e d i t  a s  a t a x  r e d u c t i o n  in  t h e  y e a r  o f  t h e
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r e l a t e d  a s s e t  a c q u i s i t i o n  o r  s p r e a d i n g  i t  o v e r  t h e  l i f e  o f  th e  a s s e t - - i s  
t h e  more t h e o r e t i c a l l y  sound and y e t  c o n s i s t e n t  w i t h  u s e f u l  f i n a n c i a l  
r e p o r t i n g .
F i r s t ,  t h e  same a rg u m en t  p r e s e n t e d  e a r l i e r  f o r  n o t  c l a s s i f y i n g  
t h e  d e f e r r e d  t a x  c r e d i t  a s  a l i a b i l i t y ,  i n  t h e  c a s e  o f  a c c e l e r a t e d  
d e p r e c i a t i o n ,  h o l d s  t r u e  even  more so f o r  t h e  d e f e r r e d  i n v e s t m e n t  
t a x  c r e d i t .  In  s h o r t ,  t h e r e  i s  no c l a i m  a g a i n s t  t h e  f i r m  by th e  
f e d e r a l  gove rnm en t  a s  o f  t h e  b a l a n c e  s h e e t  d a t e  f o r  t h e  amount o f  t h e  
d e f e r r e d  i n v e s t m e n t  c r e d i t .  C l e a r l y  t h i s  i s  n o t  an i t e m  which w i l l  
r e q u i r e  t h e  c o n v ey a n c e  o f  a s s e t s  o r  p e r f o r m a n c e  o f  s e r v i c e s  a t  an y t im e  
i n  t h e  f u t u r e .  The l i a b i l i t y  t e s t  i s  n o t  m e t .
V a lu es  a c q u i r e d  w i t h  t h e  p u r c h a s e  o f  an a s s e t . At t h i s  p o i n t  
i t  w i l l  be  w e l l  t o  r e c a l l  t h e  p u r p o s e  f o r  which  management a c q u i r e d  
t h e  a s s e t  i n  t h e  f i r s t  p l a c e .  As p o i n t e d  o u t  e a r l i e r ,  t h e r e  a r e  two 
v a l u e s  p u r c h a s e d  by management when an a s s e t  i s  a c q u i r e d :  (1) a b u n d le
o f  s e r v i c e s ,  c a l l e d  s e r v i c e  p o t e n t i a l s ,  and (2) a t a x  r e d u c i n g  
b e n e f i t .  The a c c o u n t i n g  t r e a t m e n t  o f  e ac h  o f  t h e s e  p u r c h a s e d  v a l u e s  
h a s  a l r e a d y  been  p r e s e n t e d .  In  t h e  c a s e  o f  a s s e t s  which  q u a l i f y  f o r  
t h e  s p e c i a l  i n v e s t m e n t  t a x  c r e d i t ,  a t h i r d  b e n e f i t  i s  a c q u i r e d — t h e  
r i g h t  t o  r e d u c e  t a x  paym ents  by a s  much a s  7 p e r  c e n t ,  computed 
i n d e p e n d e n t l y  o f  t h e  i n v e s t m e n t  c r e d i t .
I t  i s  w e l l  r e c o g n i z e d  a s  sound a c c o u n t i n g  t h e o r y  t o  match th e  
s e r v i c e  p o t e n t i a l  o f  t h e  a s s e t  a g a i n s t  t h e  r e v e n u e  i t  was a c q u i r e d  
t o  p r o d u c e ,  i . e . ,  s p r e a d  t h e  c o s t  o f  t h e  a s s e t  o v e r  i t s  u s e f u l  l i f e .
An a n a l o g o u s  s i t u a t i o n  h o l d s  t r u e  f o r  t h e  i n v e s t m e n t  c r e d i t .  As t h e
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A c c o u n t in g  P r i n c i p l e s  Board c o n c l u d e d ,  i n  s u p p o r t i n g  t h e i r  recommenda­
t i o n  to  s p r e a d  t h e  i n v e s t m e n t  c r e d i t  o v e r  t h e  a s s e t ' s  p r o d u c t i v e  l i f e ,  
" E a r n i n g s  a r i s e  from t h e  u se  o f  f a c i l i t i e s ,  n o t  from t h e i r  a c q u i s i t i o n . " ^  
As Berg and M u e l l e r  s t a t e d :
. . . one c o u ld  a r g u e  t h a t  t h e  p u r c h a s e  o f  eq u ip m en t  i s  
p a r t i c i p a t i n g  in  an e q u ip m e n t  m o d e r n i z a t i o n  p rog ram  and 
e a r n s  t h e  i n v e s t m e n t  c r e d i t  by p u r c h a s i n g  q u a l i f i e d  
eq u ip m en t  and r e t a i n i n g  i t  f o r  t h e  r e q u i r e d  number o f  
y e a r s .  At t h e  end o f  t h e  r e q u i r e d  h o l d i n g  p e r i o d  t h e  
i n v e s t m e n t  c r e d i t  i s  no l o n g e r  s u b j e c t  t o  r e c a p t u r e .
T h e r e f o r e ,  i t  would n o t  seem a p p r o p r i a t e  t o  p e r m i t  i t  
t o  a f f e c t  t h e  income d e t e r m i n a t i o n  o f  s u b s e q u e n t  p e r ­
i o d s .  ^
Inasmuch a s  t h e  i n v e s t m e n t  c r e d i t  c e r t a i n l y  p l a y s  a r o l e  in  manage­
m e n t ' s  d e c i s i o n  c o n c e r n i n g  t h e  a s s e t  a c q u i s i t i o n  i t  o n l y  seems l o g i c a l  
t h a t  t h e  u n a m o r t i z e d  i n v e s t m e n t  c r e d i t  b e n e f i t  s h o u ld  be  r e l a t e d  to  
t h e  a s s e t  which  g a v e  r i s e  to  t h e  i n v e s t m e n t  c r e d i t  i n  t h e  f i r s t  
i n s t a n c e .  In  s h o r t ,  t h e  u n a m o r t i z e d  i n v e s t m e n t  c r e d i t  s h o u ld  s e r v e  
t o  r e d u c e  th e  a s s e t  b a s i s  on t h e  b a l a n c e  s h e e t .  Thus ,  w h i l e  t h e  
c o n t r a c t u a l  c o s t  i s  s t i l l  r e p o r t e d ,  t h e  f i n a l  e f f e c t  i s  t o  r e f l e c t  th e  
" n e t "  c o s t — n e t  o f  t h e  i n v e s t m e n t  c r e d i t — t o  t h e  f i r m .
^American I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  A c c o u n t in g  
P r i n c i p l e s  B oard ,  " A c c o u n t in g  f o r  t h e  ' I n v e s t m e n t  C r e d i t , ' "  O p in io n s  
o f  t h e  A c c o u n t i n g  P r i n c i p l e s  Board No. 2 (New York:  A mer ican  I n s t i ­
t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  19 6 2 ) ,  p .  7.  S u b s e q u e n t l y  when 
t h e r e  was n o t  w i d e s p r e a d  a d o p t i o n  o f  t h e  B o a r d ' s  r e c o m m en d a t io n ,  t h e  
Board announced  a s  an a c c e p t a b l e  a l t e r n a t i v e  t h e  method o f  t r e a t i n g  
t h e  c r e d i t  a s  a r e d u c t i o n  o f  income t a x e s  o f  t h e  y e a r  i n  which t h e  
c r e d i t  a r i s e s .  See A mer ican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A ccoun t ­
a n t s ,  A c c o u n t in g  P r i n c i p l e s  B oard ,  " A cc o u n t in g  f o r  t h e  ' I n v e s t m e n t  
C r e d i t , ' "  O p in io n s  o f  t h e  A c c o u n t in g  P r i n c i p l e s  Board No. 4 (Amending 
No. _2) (New York:  American  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,
19 6 4 ) .
^Kenneth  B. Berg and F red  J .  M u e l l e r ,  " A c c o u n t in g  f o r  I n v e s t m e n t  
C r e d i t , "  The A c c o u n t in g  Review , XXXVIII ( J u l y ,  1963) ,  560 .
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Viewed d i f f e r e n t l y ,  t h e  b e n e f i t  d e r i v e d  from th e  i n v e s t m e n t  
c r e d i t  i s  r e a l i z e d  i n  t h e  p e r i o d  o f  t h e  a s s e t ' s  a c q u i s i t i o n .  T h e r e f o r e ,  
by d e d u c t i n g  th e  r e a l i z e d  i n v e s t m e n t  c r e d i t ,  t h e  r e m a i n i n g  f u t u r e  
economic b e n e f i t  o f  th e  e q u ip m e n t  i s  r e p o r t e d .  For  income r e p o r t i n g ,  
how ever ,  t h i s  " p u r c h a s e d "  b e n e f i t  sh o u ld  be  m a t c h e d - p e r i o d i c a l l y  
a g a i n s t  t h e  r e v e n u e  i n  a c c o r d a n c e  w i t h  t h e  m a tc h in g  c o n c e p t .  The 
a m o r t i z a t i o n  o f  t h e  i n v e s t m e n t  c r e d i t ,  t h e n ,  s h o u l d  c o i n c i d e  w i t h  t h e  
u s e f u l  l i f e  o f  t h e  a s s e t .  T h a t  i s ,  when t h e  a s s e t  no lo n g e r  g e n e r a t e s  
t h e  r e v e n u e  i t  was p u r c h a s e d  to  p r o d u c e ,  t h e  i n v e s t m e n t  c r e d i t  s h o u ld  
be f u l l y  a m o r t i z e d  a t  t h a t  p o i n t .
B. ACCOUNTING FOR NET OPERATING LOSS CARRYBACKS
AND CARRYOVERS
The p ro b lem  o f  p r o p e r l y  r e p o r t i n g  i n  g e n e r a l ,  a l l - p u r p o s e  
f i n a n c i a l  s t a t e m e n t s  t h e  t a x  c o n s e q u e n c e s  o f  n e t  o p e r a t i n g  l o s s  
c a r r y b a c k s  and c a r r y o v e r s  h a s  n o t  r e c e i v e d  c o n s i d e r a t i o n  commensura te  
w i t h  i t s  i m p o r t a n c e .  In  p r a c t i c a l l y  e v e r y  c a s e  where  n e t  o p e r a t i n g  
l o s s e s  a r e  i n c u r r e d ,  t h e  t a x  c o n s e q u e n c e s  have  a v e r y  m a t e r i a l  im p ac t  
upon t h e  r e p o r t e d  f i n a n c i a l  r e s u l t s  f o r  a p e r i o d  o f  s e v e r a l  y e a r s .  
U n l ik e  i n t e r p e r i o d  t a x  a l l o c a t i o n  and t h e  i n v e s t m e n t  c r e d i t ,  how ever ,  
a c c o u n t a n t s  have  n o t  g i v e n  due c o n s i d e r a t i o n  to  t h e  a c c o u n t i n g  
p ro b le m s  o f  how t h e  t a x  r e d u c t i o n s  a r i s i n g  from t h e  c a r r y b a c k  and 
c a r r y o v e r  s h o u ld  be  b e s t  t r e a t e d  i n  f i n a n c i a l  r e p o r t i n g .
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Code P r o v i s i o n s
For  a c c o u n t i n g  p u r p o s e s ,  e x c e p t  f o r  t h e  a t t e n d a n t  t a x  c o n s e ­
q u e n c e s ,  a n e t  o p e r a t i n g  l o s s  o f  one p e r i o d  h a s  no e f f e c t  upon t h e  
r e p o r t e d  o p e r a t i n g  r e s u l t s  o f  p e r i o d s  b e f o r e  o r  a f t e r  t h e  l o s s  a r o s e ;  
e ach  y e a r  s t a n d s  on i t s  own. P r o v i s i o n s  i n  t h e  t a x  law,  how ever ,  
r e s u l t  i n  th e  l i k e l i h o o d  o f  a n e t  o p e r a t i n g  l o s s  o f  one p e r i o d  
a f f e c t i n g  th e  r e p o r t e d  t a x a b l e  e a r n i n g s  o f  o t h e r  p e r i o d s .  The 
a p p l i c a b l e  e x c e r p t s  from th e  I n t e r n a l  Revenue Code a r e  a s  f o l l o w s :
Sec .  172. Net O p e r a t i n g  L o s s  D e d u c t io n
(a )  D e d u c t io n  A l l o w e d . - - T h e r e  s h a l l  be  a s  a d e d u c t i o n  f o r  
t h e  t a x a b l e  y e a r  an amount e q u a l  t o  t h e  a g g r e g a t e  o f  
(1) t h e  n e t  o p e r a t i n g  l o s s  c a r r y o v e r s  to  such  y e a r ,  
p l u s ,  (2) t h e  n e t  o p e r a t i n g  l o s s  c a r r y b a c k s  t o  such  
y e a r s .
(b )  Net O p e r a t i n g  Loss  C a r r y b a c k s  and C a r r y o v e r s . —
(1) Y e a rs  t o  which l o s s  may b e  c a r r i e d . —
(A) . . .  a n e t  o p e r a t i n g  l o s s  f o r  any t a x a b l e  y e a r
e n d in g  a f t e r  December 31 ,  1957, s h a l l  be  a n e t
o p e r a t i n g  l o s s  c a r r y b a c k  t o  each  o f  t h e  3 t a x ­
a b l e  y e a r s  p r e c e d i n g  t h e  t a x a b l e  y e a r  o f  such  
l o s s .
(B) . . .  a n e t  o p e r a t i n g  l o s s  f o r  any  t a x a b l e
y e a r  e n d i n g  a f t e r  December 31,  1955, s h a l l  be
a n e t  o p e r a t i n g  l o s s  c a r r y o v e r  t o  each  o f  t h e  
5 t a x a b l e  y e a r s  f o l l o w i n g  t h e  t a x a b l e  y e a r  o f  
such  l o s s  . . . .
(2) Amount o f  c a r r y b a c k s  and c a r r y o v e r s . - - E x c e p t  as  
p r o v i d e d  i n  s u b s e c t i o n  ( i )  and ( j ) , t h e  e n t i r e  
amount o f  t h e  n e t  o p e r a t i n g  l o s s  f o r  any  t a x a b l e  
y e a r  ( h e r e i n a f t e r  i n  t h i s  s e c t i o n  r e f e r r e d  t o  a s  
t h e  " l o s s  y e a r " )  s h a l l  be  c a r r i e d  to  t h e  e a r l i e s t  
o f  t h e  t a x a b l e  y e a r s  t o  which  (by r e a s o n  o f  p a r a ­
g r a p h  ( 1 ) )  such  l o s s  may b e  c a r r i e d .  The p o r t i o n  o f  
such  l o s s  which  s h a l l  b a  c a r r i e d  t o  each  o f  t h e  
o t h e r  t a x a b l e  y e a r  s h a l l  be  t h e  e x c e s s ,  i f  a n y ,  o f  
t h e  amount o f  such  l o s s  o v e r  t h e  sum o f  t h e  t a x a b l e  
income f o r  e ach  o f  t h e  p r i o r  t a x a b l e  y e a r s  t o  which 
such  l o s s  may be  c a r r i e d . ^
4I n  t e r n a l  Revenue Code o f  1954 ( a s  amended F e b r u a r y ,  1964) , 
S e c .  172 ( a ) (b) .
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The law t h u s  a l l o w s ,  w i th  s e l e c t e d  e x c e p t i o n s , ^  a n e t  o p e r a t i n g  
l o s s  to  be c a r r i e d  b a c k  to  each  o f  th e  t h r e e  p r e c e d i n g  y e a r s  and 
c a r r i e d  f o r w a rd  t o  each  o f  t h e  f o l l o w i n g  f i v e  y e a r s .  The l o s s  i s  
a p p l i e d  to  t h e  e a r l i e s t  y e a r  f i r s t .
An I l l u s t r a t i o n
To i l l u s t r a t e  th e  p r o c e d u r e s  i n v o l v e d ,  assume a t a x a b l e  income 
p a t t e r n  a s  r e p o r t e d  i n  t h e  f i r s t  amount column o f  T ab le  V I I .
TABLE VII
LOSS CARRYBACKS AND CARRYOVERS — AN ILLUSTRATION
Year
T a x a b le
Income
R ela  ted
Income
Taxes*
Amount o f  
19x4 Loss  
A p p l i e d
T a x a b le
Income
A f t e r
A p p ly in g
Loss
U n a p p l i e d
Net
O p e r a t i n g
Loss
19x1 $ 3 0 ,0 0 0 $ 7 ,9 0 0 $3 0 ,0 0 0 - 0 -
$ 3 2 0 ,000
$ 2 9 0 ,000
19x2 4 0 , 0 0 0 12 ,700 4 0 ,0 0 0 - 0 - 2 50 ,000
19x3 3 0 ,0 0 0 7 ,9 0 0 30 ,000 - 0 - 2 2 0 ,0 0 0
19x4 (3 2 0 ,0 0 0 ) - 0 - ----------- - 0 - ------- ------
19x5 3 0 ,0 0 0 7 ,900 30 ,0 0 0 - 0 - 190 ,000
19x6 4 0 ,0 0 0 12 ,700 4 0 ,0 0 0 - 0 - 150 ,000
19x7 5 0 ,0 0 0 17 ,500 5 0 ,0 0 0 - 0 - 1 0 0 ,0 0 0
19x8 6 0 ,0 0 0 22 ,3 0 0 6 0 ,0 0 0 - 0 - 4 0 ,0 0 0
19x9 7 0 ,0 0 0 2 7 ,1 0 0 4 0 ,0 0 0 $ 30 ,000 - 0 -
Tax r a t e :  F i r s t  $ 2 5 ,0 0 0  o f  t a x a b l e  income, 22% 
Above $ 2 5 ,0 0 0  o f  t a x a b l e  income, 487.
**Tax b e n e f i t  i n  19x9 i s  $ 1 9 ,2 0 0  (48% x $ 4 0 , 0 0 0 ) .
A f t e r  f i l i n g  i t s  19x4 r e t u r n ,  t h e  company e x e m p l i f i e d  i n  T a b l e  VII  
can f i l e  a  r e f u n d  c l a i m  f o r  t h e  t a x e s  p a i d  i n  19x1, 19x2 and 19x3
5 See I b i d . ,  Sec .  172 (b) (1) (A) ( i i )  and 172 (b) (1) (C) (D) .
154
t o t a l i n g  $ 2 8 ,5 0 0 .  In  a d d i t i o n ,  o f  c o u r s e ,  t h e  unused  n e t  o p e r a t i n g  
l o s s  can  be  c a r r i e d  fo r w a rd  t o  r e d u c e  any  r e p o r t e d  t a x a b l e  income o f  
t h e  s u b s e q u e n t  f i v e  y e a r s — s u b s e q u e n t  t o  19x4, t h e  y e a r  o f  th e  l o s s .
The b a s i c  p u r p o s e  o f  s e c t i o n  172 o f  t h e  I n t e r n a l  Revenue Code i s  an 
a t t e m p t  t o  i n s u r e  t h a t  no more t h a n  t h e  t o t a l  income t h r o u g h o u t  t h e  
l i f e  o f  an  e n t e r p r i s e  i s  t a x e d .  The t h r e e  and f i v e  y e a r  l i m i t s  a r e  
imposed f o r  p r a c t i c a l  r e a s o n s  i n  a d m i n i s t e r i n g  th e  law .  C l e a r l y ,  t h e n ,  
n e t  o p e r a t i n g  l o s s  p r o v i s i o n s  o f  t h e  t a x  law b e n e f i t  an e n t e r p r i s e  by 
(1) p r o v i d i n g  f o r  a r e c o v e r y  o f  t a x e s  p a i d  i n  p r e c e d i n g  y e a r s ,  an d ,  i f  
n o t  used  up, (2) i n  p r o v i d i n g  f o r  a r e d u c t i o n  i n  t a x e s  to  be  p a i d  i n  
s u b s e q u e n t  y e a r s .  A c c o r d i n g l y ,  t h e  c a r r y b a c k  and t h e  c a r r y o v e r  each  
p o se  d i f f e r e n t  and u n iq u e  a c c o u n t i n g  and f i n a n c i a l  r e p o r t i n g  p r o b l e m s .
A c c o u n t i n g  f o r  Loss  C a r r y b a c k s
I n  t h e  p e r i o d  when a n e t  o p e r a t i n g  l o s s  i s  i n c u r r e d ,  o f  c o u r s e ,  
t h e r e  i s  no income t a x  a c c r u a l  f o r  t h a t  y e a r .  Under t h e  l o s s  c a r r y ­
back  p r o v i s i o n s  o f  t h e  Code, how ever ,  i f  t a x e s  were  p a i d  d u r i n g  th e  
p r e c e d i n g  t h r e e - y e a r  p e r i o d ,  t h e  e n t e r p r i s e  f i l e s  an amended r e t u r n  
and c l a i m s  a r e f u n d .
The t h e o r y . From a f i n a n c i a l  r e p o r t i n g  s t a n d p o i n t ,  t h e  t a x  
r e d u c t i o n s  a r i s i n g  from t h e  c a r r y b a c k  s h o u ld  be shown i n  t h e  income 
s t a t e m e n t  f o r  t h e  p e r i o d  i n  which  t h e  l o s s  o c c u r s .  T h i s  p r o c e d u r e  i s  
i n  harmony w i t h  t h e  b a s i c  c o n c e p t  o f  m a t c h i n g ,  i . e . ,  a s s o c i a t i n g  t h e  
c r e d i t  w i t h  t h e  c o s t s  t h a t  gave  r i s e  to  t h e  l o s s .  I n  o t h e r  w o rd s ,  
t h e r e  was some b e n e f i t ,  a f t e r  a l l ,  from h a v in g  a l o s s .  For  t h i s  
r e a s o n ,  t h e  lo«^  c a r r y b a c k  s h o u ld  n o t  b e  r e f l e c t e d  a s  an  a d j u s t m e n t  o f
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e a r n i n g s  o f  p r e v i o u s  y e a r s  v i a  r e t a i n e d  e a r n i n g s .  The t a x  r e d u c i n g
b e n e f i t  s h o u ld  be r e f l e c t e d  in  t h e  a c c o u n t s  by t h e  f o l l o w i n g  e n t r y
(based  on d a t a  i n  T a b le  V I I ) .
Cla im f o r  F e d e r a l  Income Tax Refund $28 ,500
Income Tax C r e d i t  A r i s i n g  From
C a r ry b a c k  o f  O p e r a t i n g  Loss  $ 28 ,500
The "C la im  f o r  F e d e r a l  Income Tax Refund"  s h o u ld  be  i n c l u d e d  g e n e r a l l y
i n  th e  b a l a n c e  s h e e t  a s  a c u r r e n t  a s s e t .
A c c e p t a n c e . The p r o c e d u r e  d e s c r i b e d  above  f o r  r e p o r t i n g  n e t
o p e r a t i n g  l o s s  c a r y b a c k s  h a s  g a i n e d  g e n e r a l  a c c e p t a n c e ^  and i s  s u p p o r t e d
a t  t h e  t im e  o f  t h i s  w r i t i n g  by t h e  A merican  I n s t i t u t e  o f  C e r t i f i e d
P u b l i c  A c c o u n t a n t s  i n  A c c o u n t in g  R e s e a r c h  B u l l e t i n  No. 4 3 .
W hile  c l a i m s  f o r  r e f u n d  o f  income t a x e s  o r d i n a r i l y  s h o u ld  
n o t  be  i n c l u d e d  i n  t h e  a c c o u n t s  p r i o r  to  a p p r o v a l  by t h e  
t a x i n g  a u t h o r i t i e s ,  a c l a i m  b a s e d  on th e  c a r r y b a c k  p r o ­
v i s i o n s  o f  t h e  I n t e r n a l  Revenue Code p re s u m ab ly  h a s  a s  
d e f i n i t e  a  b a s i s  a s  h a s  t h e  c o m p u t a t i o n  o f  income t a x e s  
p a i d  i n  p r i o r  y e a r s  which a r e  r e f u n d a b l e  t o  t h e  t a x p a y e r
a s  t h e  r e s u l t  o f  t h e  c a r r y b a c k  o f  l o s s e s  o r  unused
e x c e s s - p r o f i t  c r e d i t s  o r d i n a r i l y  s h o u ld  be i n c l u d e d  i n  
t h e  income s t a t e m e n t  o f  t h e  y e a r  i n  which t h e  l o s s  
o c c u r s  o r  t h e  unused  e x c e s s - p r o f i t s  c r e d i t  a r i s e s . ^
^See  A m erican  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,
A c c o u n t in g  T r e n d s  & T e c h n i q u e s - - 1963 ( s e v e n t e e n t h  e d i t i o n ;  New York:  
American  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c  A c c o u n t a n t s ,  19 6 3 ) ,  p .  59 .
^American I n s t i t u t e  o f  A c c o u n t a n t s ,  Commit tee  on A c c o u n t i n g  
P r o c e d u r e ,  " R e s t a t e m e n t  and  R e v i s i o n  o f  A c c o u n t in g  R e s e a r c h  B u l l e t i n s , "  
A c c o u n t i n g  R e s e a r c h  B u l l e t i n  No. 43 (New York : American  I n s t i t u t e  o f
A c c o u n t a n t s ,  1 9 5 3 ) ,  p .  91 r e p r i n t e d  i n  A m er ican  I n s t i t u t e  o f  C e r t i f i e d  
P u b l i c  A c c o u n t a n t s ,  A c c o u n t in g  R e s e a r c h  and T e rm in o lo g y  B u l l e t i n s  
( f i n a l  e d i t i o n ;  New Y ork :  American  I n s t i t u t e  o f  C e r t i f i e d  P u b l i c
A c c o u n t a n t s ,  1961) .
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W hile  t h e r e  i s  g e n e r a l  a g re e m e n t  c o n c e r n i n g  t h e  a c c o u n t i n g  t r e a t ­
ment o f  l o s s  c a r y b a c k s ,  t h e  same c a n n o t  be  s a i d  f o r  th e  o t h e r  s i d e  
o f  t h e  c o i n - - l o s s  c a r r y o v e r s - - w h i c h  a r e  d i s c u s s e d  n e x t .
Net O p e r a t i n g  Loss  C a r r y o v e r s
B a s i c a l l y ,  t h e r e  a r e  two p r e v a i l i n g  p o i n t s  o f  v iew ,  which  a r e
d i a m e t r i c a l l y  o p p o s i t e ,  c o n c e r n i n g  t h e  p r o p e r  a c c o u n t i n g  t r e a t m e n t
o f  l o s s  c a r r y o v e r  t a x  b e n e f i t s .
R e f l e c t i o n  o f  t h e  b e n e f i t  i n  t h e  y e a r  o f  r e a l i z a t i o n . C n ep o in t
o f  v iew  h o l d s  t h a t  " t h e  t a x  r e d u c t i o n  s h o u ld  be r e f l e c t e d  i n  t h e  y e a r
when r e a l i z e d . " ®  T h i s  p o s i t i o n  h a s  t h e  s u p p o r t  o f  A c c o u n t in g  R es e a r c h
B u l l e t i n  No. 43 which  s t a t e s :
. . . where t a x p a y e r s  a r e  p e r m i t e d  t o  c a r r y  fo r w a rd  l o s s e s  
o r  unused  e x c e s s - p r o f i t s  c r e d i t s ,  t h e  c o m m it te e  b e l i e v e s  
t h a t  . . . t h e  r e s u l t i n g  t a x  r e d u c t i o n  s h o u ld  be  r e f l e c t e d  
i n  t h e  y e a r  t o  which  such l o s s e s  o r  unused c r e d i t s  a r e  
c a r r i e d .9
The v i e w p o i n t  t h a t  t h e  t a x  r e d u c t i o n  s h o u ld  be  r e f l e c t e d  i n  t h e  
y e a r  when r e a l i z e d — i n  T a b le  V I I  t h i s  would be  1 9 x 5 - 1 9 x 9 - - i s  a c c l a i m e d  
t o  be  b a se d  upon sound a c c o u n t i n g  t h e o r y .  Two f a c t o r s  a r e  s a i d  to  be  
r e s p o n s i b l e  f o r  p r o v i d i n g  a t a x  r e d u c t i o n  a s  a r e s u l t  o f  a l o s s  c a r r y ­
o v e r :  (1) a p r i o r  y e a r  l o s s ;  and (2) a p r o f i t  i n  a s u b s e q u e n t  y e a r .
Q
James C. Van Horne,  "A Look a t  t h e  Loss  C a r r y - F o r w a r d , "  The 
A c c o u n t in g  Rev iew , XXXVIII ( J a n u a r y ,  1 9 6 3 ) ,  60 .
q
A merican  I n s t i t u t e  o f  A c c o u n t a n t s ,  l o c . c i t . T h i s  p o s i t i o n  
i s  a l s o  e n d o r s e d  by  th e  C an ad ian  I n s t i t u t e  o f  C h a r t e r e d  A c c o u n t a n t s ,  
Committee  on A c c o u n t i n g  and A u d i t i n g  R e s e a r c h ,  " L o s s - C a r r y - O v e r  Tax 
C r e d i t s , "  A c c o u n t in g  and P r a c t i c e  B u l l e t i n  No. 12 ( T o r o n t o :  The
C anad ian  I n s t i t u t e  o f  C h a r t e r e d  A c c o u n t a n t s ,  1 9 5 6 ) .
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Both  o f  t h e s e  f a c t o r s  must be p r e s e n t  b e f o r e  a b e n e f i t  a c c r u e s  to  th e  
e n t e r p r i s e  from a l o s s  c a r r y o v e r  somet imes  c a l l e d  c a r r y f o r w a r d .  S in c e  
t h e  l o s s  comes f i r s t ,  t h e n  t h e  d e t e r m i n i n g  f a c t o r  i s  w h e th e r  o r  n o t  
p r o f i t a b l e  y e a r s  f o l l o w .  I f  p r o f i t a b l e  y e a r s  do n o t  f o l l o w ,  th e n  no 
b e n e f i t  e v e r  a c c r u e s  to  t h e  company, u n l e s s  o f  c o u r s e ,  t h e  company 
i s  merged w i th  a p r o f i t a b l e  c o n c e r n .  C o n v e r s e l y ,  i f  p r o f i t a b l e  y e a r s  
do f o l l o w ,  th e n  a b e n e f i t  t o  t h e  e n t e r p r i s e  r e s u l t s .  As Van Horne 
c o n e l u d e d :
Thus ,  t h e  r e a l i z a t i o n  o f  t h e  c a r r y f o r w a r d  i s  d i r e c t l y  r e l a t e d
to  t h e  p r o f i t a b l e  y e a r ,  when t h e  c a r r y f o r w a r d  i s  u t i l i z e d .
The amount o f  p r o f i t  d e t e r m i n e s  what  p o r t i o n  o f  t h e  c a r r y ­
fo r w a rd  w i l l  be a p p l i e d  t o  r e d u c e  t a x e s .  The a c t u a l  t a x
b e n e f i t ,  when c a s h  i s  c o n s e r v e d ,  i s  i n  t h e  y e a r  o f  r e a l i z a -
10t i o n ,  n o t  i n  t h e  y e a r  o f  t h e  l o s s . u
The 1964 Income S t a t e m e n t  o f  t h e  Cudahy P a c k in g  Company, p r e s e n t e d  
i n  E x h i b i t  7,  p r o v i d e s  an e x c e l l e n t  example  o f  t h e  a p p l i c a t i o n  o f  t h i s  
v i e w p o i n t .
^ V a n  Horne, loc . cit.
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EXHIBIT 7
THE CUDAHY PACKING COMPANY AND SUBSIDIARIES11 
C o n s o l i d a t e d  Income S t a t e m e n t  
For  t h e  F i s c a l  Year Ended O c to b e r  31,  1964














were  e l i m i n a t e d .  Net income f o r  1964 a f t e r  F e d e r a l  income t a x e s  com­
p u te d  w i t h o u t  b e n e f i t  o f  l o s s  c a r r y - f o r w a r d s  amount t o  $ 8 7 8 ,6 5 9 .  
S u b s t a n t i a l  l o s s  c a r r y - f o r w a r d s  a r e  a v a i l a b l e  f o r  t a x  p u r p o s e s  in  
f u t u r e  y e a r s .
R e f l e c t i o n  o f  t h e  b e n e f i t  i n  t h e  y e a r  o f  l o s s . T h e re  i s  s t r o n g  
s e n t i m e n t ,  how ever ,  f o r  an o p p o s in g  p o s i t i o n - - o n e  which  h o l d s  t h a t  
t h e  t a x  r e d u c t i o n  from t h e  c a r r y o v e r  c r e d i t  d o e s  n o t  b e l o n g  i n  t h e  
s u b s e q u e n t  y e a r  o f  r e a l i z a t i o n ,  b u t  i n  t h e  y e a r  i n  which t h e  l o s s  
o c c u r r e d .  F o r  ex am p le ,  c o n s i d e r  t h e  r e m a r k s  o f  George  0 .  May who 
w r o t e :
I n  an  e x t r e m e  c a s e ,  f o r  t h e  p u r p o s e s  o f  an  income t a x ,  
which  makes no d i s t i n c t i o n  be tw een  l o s s e s  r e l a t i n g  t o  
t h e  c u r r e n t  and p a s t  y e a r s ,  a c h a r g e  g row ing  o u t  o f  t h e
Net S a l e s  and O p e r a t i o n  Revenue $ 3 2 9 ,6 0 4 ,2 5 2
C ost  and E x p e n s e s :
C os t  o f  p r o d u c t s ,  s u p p l i e s  & s e r v i c e s  $ 3 0 8 ,1 9 0 ,7 0 7
S e l l i n g  and a d m i n i s t r a t i v e  1 3 ,6 7 9 ,9 6 6
P r o v i s i o n  f o r  d e p r e c i a t i o n  1 ,7 3 3 ,4 6 1
T a x e s ,  o t h e r  th a n  F e d e r a l  income t a x e s  2 ,5 2 8 ,8 7 7
I n t e r e s t  8 7 3 ,3 6 3
P e n s i o n  c o s t s  8 4 4 ,2 1 9
P r o v i s i o n s  f o r  F e d e r a l  income t a x e s  
(See  Note)
$ 3 2 7 ,8 5 0 ,5 9 3
Net Income For  t h e  Y e a r ,  i n c l u d i n g  th e  
e l i m i n a t i o n  o f  F e d e r a l  income t a x e s
o f  $ 8 7 5 ,0 0 0  ( s e e  n o t e )  $ 1 ,7 5 3 ,6 5 9
By r e a s o n  o f  p r i o r  y e a r s '  l o s s e s ,  F e d e r a l  income t a x e s  f o r  1964
11The Cudahy Packing Company, Annual Report, 1964, p. 14.
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p a s t  may o f f s e t  t h e  p r o f i t s  o f  t h e  p r e s e n t  so t h a t  no t a x  
i s  p a y a b l e .  In  such  a c a s e ,  a f i g u r e  o f  n e t  income f o r  t h e  
y e a r  w i t h o u t  any  d e d u c t i o n  f o r  t a x  i s  a l m o s t  bound t o  be 
m i s l e a d i n g .  I t  i s  n o t  an a d e q u a t e  answ er  t o  s a y  t h a t  t h e  
d a n g e r  o f  m i s u n d e r s t a n d i n g  may b e  m i t i g a t e d  by an e x p l a n a ­
t o r y  n o t e .  F o o t n o t e s  a r e ,  a t  b e s t ,  u n s a t i s f a c t o r y ,  and 
i n  t h i s  i n s t a n c e  w h a t e v e r  can  b e  done i n  a n o t e  can  be  
d one  i n  a way t h a t  w i l l  be  more h e l p f u l  t o  t h e  i n e x p e r t  
r e a d e r  i n  t h e  p r e s e n t a t i o n  o f  t h e  s t a t e m e n t  i t s e l f .  *-2
May was o f  t h e  o p i n i o n  t h a t  t h e  u n d e r l y i n g  p u r p o s e  o f  f i n a n c i a l
s t a t e m e n t s  would  b e s t  be  a c h i e v e d  by r e p o r t i n g  an income t a x  e x p en se
i n  t h e  income s t a t e m e n t  i n  t h e  y e a r  o f  t h e  c a r r y o v e r  w i t h o u t  r e g a r d
t o  t h e  t a x  r e d u c t i o n  due  t o  t h e  c a r r y o v e r .  T h i s  p r o c e d u r e  would c a l l
f o r  c a r r y i n g  th e  t a x  r e d u c t i o n  d i r e c t l y  t o  r e t a i n e d  e a r n i n g s , 13
w hich  i s  b a s i c  to  t h e  c u r r e n t  o p e r a t i n g  p e r f o r m a n c e  ty p e  o f  r e p o r t i n g .
To a c h i e v e  t h i s  r e s u l t ,  t h e  f o l l o w i n g  e n t r y  would b e  r e c o r d e d  f o r
19x5 ( u s i n g  t h e  d a t a  i n  T a b l e  V I I ) .
Income Tax Expense  $ 7 ,9 0 0
R e t a i n e d  E a r n i n g s  $ 7 ,9 0 0
An exam ple  o f  c a r r y i n g  t h e  t a x  r e d u c t i o n  t o  r e t a i n e d  e a r n i n g s  i n  t h e
y e a r  o f  t h e  c a r r y o v e r  i s  e x p l a i n e d  in  t h e  n o t e s  t o  1963 f i n a n c i a l
s t a t e m e n t s  o f  F r e e p o r t  S u lp h u r  Company.
NOTE 3: The Company h a s  a s u b s t a n t i a l  unused  t a x - l o s s
c a r r y f o r w a r d  a v a i l a b l e  t o  i t  a t  t h e  end o f  1963 and w i l l  
c o n t i n u e  to  c h a r g e  income and c r e d i t  r e t a i n e d  e a r n i n g s  w i t h  
t h e  a p p r o p r i a t e  p o r t i o n  o f  t a x  s a v i n g s  a s  t h e y  a r e  r e a l i z e d .
l ^ G e o rg e  0 .  May, F i n a n c i a l  A c c o u n t i n g  (New York : The M acm il lan
Company, 1 9 4 3 ) ,  p .  235.
13I b i d . , p .  238.
^Freeport Sulphur Company, Annual Report, 1963, p. 20.
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T h e o r e t i c a l  r a t i o n a l e . In  s u p p o r t i n g  t h e  v i e w p o i n t  d e s c r i b e d  
a bove .  May s t a t e d :
I t  may be  a r g u e d  t h a t  s u f f e r i n g  a l o s s  does  n o t  c r e a t e  
a r i g h t  to  r e f u n d  o f  t a x ,  and t h a t  i t  i s  t h e  making o f  a 
p r o f i t  t h a t  g i v e s  e f f e c t i v e n e s s  t o  t h e  r e l i e f  p r o v i s i o n .
And a s  a l r e a d y  n o t e d ,  t h e r e  i s  c o n s i d e r a b l e  a c c o u n t i n g  
o b j e c t i o n  t o  t h e  c h a r g i n g  a g a i n s t  income o f  t a x  t h a t  ha s  
n o t  a c t u a l l y  been  p a i d .  But t h e s e  a rg u m e n ts  do n o t  seem 
t o  we igh  h e a v i l y  i n  th e  s c a l e  a g a i n s t  t h e  c o n s i d e r a t i o n  
t h a t  t o  c h a r g e  o n l y  t h e  n e t  t a x  a g a i n s t  income would g i v e  
a f a l s e  i m p r e s s i o n  o f  t h e  r e s u l t  o f  th e  y e a r ' s  o p e r a t i o n s  
and a l s o  o f  t h e  r e l a t i o n  b e tw ee n  t h e  c o r p o r a t i o n ' s  p r o f i t s  
and i t s  f i n a n c i a l  c o n t r i b u t i o n  . . .  i n  t h e  form o f  t a x e s . ^
L ik e  t h e  o p p o s i t e  v i e w p o i n t ,  r e c o g n i z i n g  t h e  t a x  r e d u c t i o n
b e n e f i t  o f  t h e  l o s s  c a r r y o v e r  i n  t h e  y e a r  t h e  l o s s  o c c u r r e d  i s  a l s o
s a i d  to  be  s u p p o r t a b l e  on g ro u n d s  o f  a c h i e v i n g  a p r o p e r  m a tc h in g  o f
c o s t s  and  r e v e n u e s .
To th e  e x t e n t  t h a t  o p e r a t i n g  l o s s e s  a r e  s u s t a i n e d  
f o r  i n c o m e - t a x  p u r p o s e s ,  t h e  52 (now 48) c e n t s  p e r  d o l l a r  
( b a s e d  on c u r r e n t  no rm a l  and s u r t a x  r a t e s )  o f  c o s t  c h a r g e d  
to  income i s  n o t  r e c o v e r e d  by  t a x  r e d u c t i o n s  i n  t h a t  y e a r .
But t h e r e  i s  a p o s s i b i l i t y  o f  r e c o v e r y  t h r o u g h  th e  f i v e -  
y e a r  c a r r y - f o r w a r d  o f  t h e  o p e r a t i n g  l o s s e s .  S in ce  any such  
r e a l i z a t i o n  r e p r e s e n t s  r e c o v e r y  o f  c o s t s  r e c o g n i z e d  in  t h e  
l o s s  y e a r ,  t h e  t a x  b e n e f i t  s h o u ld  be a p p l i e d  in  t h a t  y e a r .  
O t h e r w i s e ,  n o t  o n l y  would t h e  n e t  l o s s  o f  t h a t  y e a r  be 
o v e r s t a t e d ,  b u t  t h e  n e t  income o f  t h e  o t h e r  y e a r ( s )  to  
which  t h e  l o s s  was c a r r i e d  would be  o v e r s t a t e d  b e c a u s e  o f  
t h e  t a x  r e d u c t i o n  a t t r i b u t a b l e  t o  c o s t s  t h a t  were  
r e c o g n i z e d  i n  t h e  l o s s  y e a r .
Thus ,  a p r o p e r  m a tc h in g  o f  c o s t s  and r e v e n u e s  r e q u i r e s  
t h a t  t h e  income t a x  r e d u c t i o n  from t h e  c a r r y - f o r w a r d  o f  
o p e r a t i n g  
o c c u r r e d .
l^May, .22* c i t . , p .  238.
^ A r t h u r  A n d e rsen  & C o . , A c c o u n t in g  and R e p o r t i n g  P r o b 1ems o f  
t h e  A c c o u n t in g  P r o f e s s i o n  ( seco n d  e d i t i o n ;  C h ic ag o :  A r t h u r  A n d e rsen
& Co. ,  1962) ,  p .  55 .
l o s s e s  b e  r e l a t e d  to  t h e  y e a r s  i n  which  th e  l o s s e s
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A compromise b e tw een  r e p o r t i n g  n e t  income w i t h o u t  r e g a r d  to  
t h e  l o s s  c a r r y o v e r  and i n  t h e  r e p o r t i n g  o f  a n e t  income f i g u r e  g i v i n g  
e f f e c t  to  t h e  t a x  r e d u c i n g  b e n e f i t  can be  d e v i s e d .  Using t h e  Income 
S t a t e m e n t  o f  t h e  Cudahy P a c k in g  Company p r e s e n t e d  i n  E x h i b i t  7 a s  an 
exam ple ,  F e d e r a l  income t a x e s  o f  $ 8 7 5 ,0 0 0  c o u ld  be d e d u c te d  i n  l i n e  
9 and th e n  added back  a f t e r  l i n e  11.  The r e s u l t  o f  t h i s  a d j u s t m e n t  
would be t h a t  l i n e  11 would r e f l e c t  a n e t  income f i g u r e  w i t h o u t  
r e g a r d  t o  t h e  t a x  r e d u c t i o n  and y e t  t h e  f i n a l  amount would r e f l e c t  
an e a r n i n g s  f i g u r e  g i v i n g  e f f e c t  t o  t h e  t a x  r e d u c t i o n .  I n  e f f e c t ,  
t h e  a l l - i n c l u s i v e  t y p e  o f  income s t a t e m e n t  i s  p r e s e n t e d  u n d e r  t h i s  
a r r a n g e m e n t .
Tax Loss  C a r r y o v e r s  a s  A s s e t s - - A  P r o p o s a l
At t h i s  p o i n t  t h e  q u e s t i o n  s h o u ld  be  c a r e f u l l y  examined a s  to  
w h e th e r  e i t h e r  o f  t h e  v i e w p o i n t s  d i s c u s s e d  above  f o r  a c c o u n t i n g  f o r  
t a x  l o s s  c a r r y o v e r s  (1) a r e  in d e ed  w i l l  founded a f t e r  a l l  i n  sound 
a c c o u n t i n g  t h e o r y  a s  c l a i m e d ;  and (2) i s  t h e  u t i l i t a r i a n  v a l u e  f o r  
e x t e r n a l  u s e r s  o f  f i n a n c i a l  r e p o r t i n g  b e s t  s e r v e d  by  e i t h e r  a p p r o a c h .
For  exam ple ,  i n  a f o o t n o t e  t o  t h e  1963 f i n a n c i a l  s t a t e m e n t s ,  
E a s t e r n  A i r  L i n e s ,  I n c .  r e p o r t e d  t h a t :
B ecause  o f  t h e  c a r r y  fo r w a rd  p r o v i s i o n s  o f  t h e  I n t e r n a l  
Revenue Code, t h e r e  i s  a v a i l a b l e  f o r  d e d u c t i o n  a g a i n s t  f u t u r e  
income which  would o t h e r w i s e  r e q u i r e  p r o v i s i o n s  f o r  f e d e r a l  
income t a x  t h e  n e t  amount o f  a p p r o x i m a t e l y  $ 4 5 ,0 0 0 ,0 0 0  
r e s u l t i n g  from l o s s e s  o f  t h i s  and p r i o r  y e a r s . ^
^Eastern Air Lines, Inc., Annual Report, 1963, p. 19.
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At t h i s  same t i m e ,  E a s t e r n ' s  s t o c k h o l d e r s '  e q u i t y  amounted to  o n ly  
$ 4 9 , 0 6 7 , 9 7 2 . 18
C l e a r l y ,  t o  E a s t e r n  A i r  L i n e s ,  I n c . ,  t h i s  $ 4 5 ,0 0 0 ,0 0 0  o p e r a t i n g
l o s s  c a r r y o v e r  i s  p o s s i b l y  t h e  m os t  i m p o r t a n t  s i n g l e  p o t e n t i a l  f u t u r e
economic b e n e f i t  i t  h a s .  The o p e r a t i n g  l o s s  c a r r y o v e r  i s  a l m o s t
a s  l a r g e  a s  t h e  t o t a l  s t o c k h o l d e r s '  e q u i t y ;  t h e r e f o r e ,  t h e  r e s u l t i n g
t a x  b e n e f i t  would be a p p r o x i m a t e l y  o n e - h a l f  o f  t h i s  amount .  A c c o u n t in g
p r a c t i c e  (and a c c o u n t i n g  t h e o r y  h a s  a c q u i e s c e d )  h a s  r e l e g a t e d  such  a
s i g n i f i c a n t  f u t u r e  economic b e n e f i t  t o  a mere f o o t n o t e  n o t a t i o n  and
even t h e n ,  i n  many c a s e s ,  n e v e r  g i v i n g  an  i n k l i n g  o f  t h e  m a g n i tu d e
19o f  t h e  f u t u r e  t a x  r e d u c i n g  b e n e f i t .
The t h e o r e t i c a l  a s p e c t s . From an a c c o u n t i n g  th e o r y  s t a n d p o i n t ,  
t h e  s o l u t i o n  seems c l e a r .  I f  t h e  o p e r a t i n g  l o s s  c a r r y o v e r  r e p r e s e n t s  
an e x p e c t e d  f u t u r e  economic b e n e f i t - - a n d  in  o n l y  v e r y  r a r e  c a s e s  would 
management e x p e c t  n o t  to  e a r n  a p r o f i t  w i t h i n  t h e  n e x t  f i v e  y e a r s - - t h e n  
i t  m ee t s  th e  f i r s t  t e s t  f o r  an a s s e t  c l a s s i f i c a t i o n .  The c a r r y o v e r  
i s  a b e n e f i t  which s tem s  from t h e  f a c t  t h a t  i t  p r e s e r v e s  v a l u a b l e  c a s h  
which o t h e r w i s e  would have  to  be  p a i d  o u t  i n  t a x e s .  T h i s  b e n e f i t  i s  
v a l u a b l e  to  t h e  e n t e r p r i s e ' s  s t o c k h o l d e r s ,  w h e th e r  t h e y  c o n t i n u e  to  
o p e r a t e  t h e  f i r m  o r  s e l l  i t . 20
*~8 I b i d . ,  p .  17.
^ F o r  exam ple ,  s ee  F r e e p o r t  S u lp h u r  Company, Annual  R e p o r t , 1963, 
p .  20 and  The Cudahy P a c k in g  Company, Annual R e p o r t , 1964,  p .  14.
20See R o b e r t  S.  Holzman, "Who Wants a Tax L o s s ? "  The C o n t r o l l e r , 
XX ( O c to b e r ,  1 9 5 2 ) ,  5 6 3 -5 6 4 .
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The second  t e s t  f o r  an a s s e t ,  i t  w i l l  be  r e c a l l e d ,  i s  t h a t  t h e
i t e m  in  q u e s t i o n  m us t  have  been  a c q u i r e d  by t h e  e n t e r p r i s e  a s  a
r e s u l t  o f  some c u r r e n t  o r  p a s t  t r a n s a c t i o n .  Loss  c a r r y o v e r s  a r i s e  a s
a r e s u l t  o f  e x c e s s i v e  ( r e l a t i v e  t o  r e v e n u e )  e x p e n d i t u r e s  o f  t h e
c u r r e n t  p e r i o d  o r  o f  p a s t  p e r i o d s  a s  r e p r e s e n t e d ,  f o r  exam ple ,  by
d e p r e c i a t i o n  and a m o r t i z a t i o n .  As lo n g  a s  th e y  a r e  e x p e c t e d  to  r e s u l t
i n  a t a x  r e d u c t i o n  b e n e f i t ,  t h e  a s s e t  t e s t  i s  met f o r  l o s s  c a r r y o v e r s .
More e f f e c t i v e  f i n a n c i a l  r e p o r t i n g . I n  a d d i t i o n  t o  b e i n g  sound
a c c o u n t i n g  t h e o r y ,  r e p o r t i n g  th e  l o s s  c a r r y o v e r  a s  an a s s e t  p r o v i d e s
more e f f e c t i v e  f i n a n c i a l  r e p o r t i n g  th a n  t u c k i n g  t h e  t a x  r e d u c t i o n
away in  a f o o t n o t e  which  may n o t  be  r e a d  o r  c l e a r l y  u n d e r s t o o d .  To
a g a i n  q u o t e  George 0 .  May:
F o o t n o t e s  a r e ,  a t  b e s t ,  u n s a t i s f a c t o r y ,  and i n  t h i s  
i n s t a n c e  w h a t e v e r  can  be done  i n  a n o t e  can  be  done in  
a way t h a t  w i l l  be  more h e l p f u l  to  t h e  i n e x p e r t  r e a d e r  
i n  t h e  p r e s e n t a t i o n  o f  t h e  s t a t e m e n t  i t s e l f . 21
I n  b r i e f ,  c l a s s i f y i n g  t h e  c a r r y o v e r  a s  an  a s s e t  m in im i z e s  t h e  p o s s i ­
b i l i t y  o f  t h i s  e x p e c t e d  f u t u r e  v a l u a b l e  economic b e n e f i t  e s c a p i n g  th e  
a t t e n t i o n  o f  th e  f i n a n c i a l  s t a t e m e n t  u s e r .
The a rg u m e n t  may be  r a i s e d  t h a t  t h e  l o s s  c a r r y o v e r  i s  s t r i c t l y  
a c o n t i n g e n t  a s s e t - - c o n t i n g e n t  upon t h e  e a r n i n g  o f  p r o f i t s .  T h i s  
a rgum en t  i s  r e a d i l y  r e s o l v e d  by r e c a l l i n g  f i r s t ,  t h e  a s s u m p t i o n  t h a t  t h e  
b a s i c  o b j e c t i v e  o f  t h e  f i r m  i s  t o  e a r n  p r o f i t s ,  and s e c o n d ,  t h e  a c c o u n t ­
in g  a s s u m p t io n  o f  t h e  g o i n g  c o n c e r n .  T hese  a r e  t h e  b a s i c  p r e m i s e s  o f  
a s s e t  a c c o u n t i n g  in  g e n e r a l .
21May, cit., p. 235.
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I f  i t  becomes e v i d e n t  t h a t  t h e  f i r m  w i l l  n o t  have  t a x a b l e  income 
a g a i n s t  which  i t  can  a p p l y  th e  l o s s  c a r r y o v e r ,  i . e . ,  t h a t  t h e  t a x  
r e d u c t i o n  b e n e f i t  i s  d e c r e a s e d  o r  w i l l  n o t  m a t e r i a l i z e ,  j u s t  a s  f o r  
any  o t h e r  a s s e t ,  a l o s s  s h o u ld  be  r e c o g n i z e d  a t  t h a t  t im e ,  b u t  n o t  
b e f o r e .
The p o r t i o n  o f  t h e  t a x  l o s s  c a r r y o v e r  b e n e f i t  which  i s  e x p e c t e d  
t o  be r e a l i z e d  i n  t h e  n e x t  f i s c a l  y e a r  o r  o p e r a t i n g  c y c l e  s h o u ld  be 
c l a s s i f i e d  a s  a c u r r e n t  a s s e t .  The r e m a i n d e r  s h o u ld  be  r e p o r t e d  a s  
an  i n t a n g i b l e  a s s e t .
R e c o rd in g  t e c h n i q u e s . At t h i s  p o i n t ,  i t  s h o u ld  be  c l a r i f y i n g  
to  d e s c r i b e  t h e  e n t r i e s  which would a c c o m p l i s h  t h e  p r o c e d u r e s  e x p l a i n e d  
above  f o r  c o n s i d e r i n g  t h e  c a r r y o v e r  a s  an  a s s e t .  For i l l u s t r a t i o n  
p u r p o s e s ,  assume t h a t  a c o r p o r a t i o n ' s  management r e a l i s t i c a l l y  f o r e ­
c a s t s  t a x a b l e  income o f  a t  l e a s t  $ 2 5 ,0 0 0  b e f o r e  a p p l y i n g  t h e  l o s s  
c a r r y o v e r  f o r  t h e  e n t i r e  f i v e - y e a r  p e r i o d  f o l l o w i n g  t h e  y e a r  o f  t h e  
l o s s .  F u r t h e r  assume t h a t  t h e  l o s s  c a r r y o v e r  i s  n o t  f u l l y  u sed  up 
u n t i l  t h e  end o f  t h e  f i f t h  y e a r .  N a t u r a l l y  a change  in  e i t h e r  o f  
t h e s e  a s s u m p t i o n s  w i l l  a f f e c t  t h e  a c t u a l  amount o f  t h e  t a x - r e d u c i n g  
b e n e f i t  o f  t h e  l o s s  c a r r y o v e r .
Under t h e s e  a s s u m p t i o n s  t h e n ,  u s i n g  th e  d a t a  p r e s e n t e d  in  
T a b le  V I I ,  t h e  e n t r y  i n  19x4 would b e : 22
22 T h i s  e n t r y  i n  19x4 would be  accom pan ied  by a n o t h e r  e n t r y ,  
i t  w i l l  be  remembered ( s u p r a , p . 155),  r e c o g n i z i n g  t h e  l o s s  c a r r y b a c k  
a s  f o l l o w s :
Cla im f o r  F e d e r a l  Income Tax Refund $ 2 8 ,5 0 0
Income Tax C r e d i t  A r i s i n g  From
C a r ry b a c k  o f  O p e r a t i n g  Loss  $ 2 8 ,500
/
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F u t u r e  Tax B e n e f i t s  A r i s i n g  From Loss  C a r r y o v e r s  $ 7 9 ,6 0 0
Income Tax C r e d i t  A r i s i n g  From C a r r y o v e r
o f  O p e r a t i n g  Loss  $ 79 ,600
Then in  19x5, t h e  r o u t i n e  t a x  a c c r u a l  e n t r y  to  r e c o r d  t h e  income t a x
e x p e n s e  and th e  c o r r e s p o n d i n g  income t a x  l i a b i l i t y  would be  booked as
f o l l o w s :
Income Tax Expense  $ 7 ,9 0 0
E s t i m a t e d  Income Taxes  P a y a b le  $ 7 ,9 0 0
I n  a d d i t i o n ,  a s  a r e s u l t  o f  th e  l o s s  c a r r y o v e r  t h e  f o l l o w i n g  e n t r y
would be  made i n  19x5:
E s t i m a t e d  Income Taxes  P a y a b le  $ 7 ,9 0 0
F u t u r e  Tax B e n e f i t s  A r i s i n g  From
Loss  C a r r y o v e r  $7 ,9 0 0
I f  i n  19x4, t h e  y e a r  o f  t h e  o p e r a t i n g  l o s s ,  t h e r e  i s  r e a s o n  to  
b e l i e v e  t h a t  due t o  t h e  e x i s t i n g  c i r c u m s t a n c e s  and p l a n s  f o r  f u t u r e  
o p e r a t i o n s  t h e  e n t e r p r i s e  w i l l  n o t  be  i n  a p o s i t i o n  to  u t i l i z e  t h e  
f u l l  b e n e f i t s  o f  t h e  e n t i r e  l o s s  c a r r y f o r w a r d ,  t h e n ,  o f  c o u r s e ,  o n ly  
t h a t  p o r t i o n  o f  t h e  f u t u r e  b e n e f i t  which  i s  r e a s o n a b l y  e x p e c t e d  t o  be  
r e a l i z e d  s h o u ld  be  r e c o r d e d  a s  an a s s e t .  I n  d e t e r m i n i n g  t h i s  v a l u e ,  
t h e  a c c o u n t a n t  s h o u ld  be  aware o f  th e  f a c t  t h a t  even  though t h e  e n t e r ­
p r i s e ' s  p r o f i t  p r o s p e c t s  a r e  i n  s e r i o u s  j e o p a r d y ,  a p o t e n t i a l l y
v a l u a b l e  a s s e t  d o es  n e v e r t h e l e s s  e x i s t  which  t h e  f i r m  m ig h t  w e l l  
r e a l i z e  by a b s o r b i n g  some p r o f i t a b l e  f i r m .  An e x c e l l e n t  example  i s  
p r o v i d e d  by  th e  Susquehanna  C o r p o r a t i o n .  Two d i s s i d e n t  d i r e c t o r s  
r e c e n t l y  gave  t h i s  company n i n e t y  days  t o  come up w i t h  a m e rg e r  o r  
f a c e  a b a t t l e  f o r  c o n t r o l .  "They want S usquehanna  to  f i n d  a meger
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( s i c . )  p a r t n e r  so i t  can  t a k e  f u l l  a d v a n t a g e  o f  a $ 1 2 - m i l l i o n  t a x  l o s s  
c a r r y o v e r .
Any a d j u s t m e n t  to  t h e  a s s e t  a c c o u n t  b a se d  on s u b s e q u e n t  r e e v a l u a ­
t i o n s ,  r e a l i z a t i o n  o r  e x p i r a t i o n  o f  th e  c a r r y f o r w a r d  t a x - b e n e f i t  a s s e t  
s h o u ld  be r e c o r d e d  a s  an a d j u s t m e n t  o f  p r i o r  y e a r s  e a r n i n g s  and a p p l i e d  
back  t o  t h e  y e a r  o f  th e  l o s s  in  any r e s t a t e m e n t  o f  p r i o r - y e a r ’ s 
in c o m e . ^
To i l l u s t r a t e ,  assume t h a t  e f f e c t i v e  J a n u a r y  1, 19x8, u s i n g  th e  
d a t a  i n  T a b le  V I I ,  t h e r e  i s  a 2 p e r  c e n t  d e c r e a s e  in  t h e  c o r p o r a t e  
norm a l  t a x  r a t e .  As a r e s u l t ,  t h e  " t a x  r e d u c t i o n  b e n e f i t "  o f  t h e  
c a r r y o v e r  h a s  been  d e c r e a s e d  by 2 p e r  c e n t  o f  t h e  l o s s  c a r r y o v e r .
The f o l l o w i n g  e n t r y  s h o u ld  be  r e c o r d e d  i n  19x8, th e  y e a r  o f  t h e  
d e c r e a s e :
R e t a i n e d  E a r n i n g s  (o r  A d ju s tm e n t  t o  P r i o r -
Y e a r s 1 E a r n i n g s )  ($ 1 0 0 ,0 0 0  x 27.) $ 2 ,0 0 0
F u t u r e  Tax B e n e f i t s  A r i s i n g  From Loss
C a r r y o v e r  $ 2 ,0 0 0
I n  th e  c a s e  o f  a t a x  r a t e  i n c r e a s e ,  t h e  r e v e r s e  o f  t h e  above  s h o u ld  be
r e c o r d e d .
^ " S u s q u e h a n n a  Corp.  G e t s  U l t im a tu m  on Merger  From D i s s i d e n t  
D i r e c t o r s , "  B u s i n e s s  Week, A p r i l  24,  1965,  p .  154.
^ A l t h o u g h  n o t  germane  to  t h i s  d i s c u s s i o n ,  i t  s h o u ld  be  p o i n t e d  
o u t  a s e p a r a t e  b u t  r e l a t e d  s i t u a t i o n  a r i s e s  i n  t h e  c a s e  o f  q u a s i ­
r e o r g a n i z a t i o n s  which  a l s o  h a s  i n t e r e s t i n g  income t a x  i m p l i c a t i o n s  
f rom  a f i n a n c i a l  r e p o r t i n g  s t a n d p o i n t .
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C. SUMMARY
In  summary, t h e  i n v e s t m e n t  t a x  c r e d i t  c o n t r o v e r s y  c e n t e r s  a round  
two p r o p o s i t i o n s :  (1) r e c o g n i z i n g  a l l  o f  t h e  c r e d i t  a s  a t a x  e x p e n s e
r e d u c t i o n  in  t h e  y e a r  o f  t h e  a s s e t  a c q u i s i t i o n ,  o r  (2) s p r e a d i n g  t h e  
c r e d i t  o v e r  t h e  p r o d u c t i v e  l i f e  o f  t h e  a s s e t .  The l a t t e r  p r o p o s a l  
seems to  be more j u s t i f i a b l e  th a n  t h e  f o r m e r .
S p r e a d i n g  t h e  i n v e s t m e n t  c r e d i t  o v e r  t h e  l i f e  o f  t h e  a s s e t ,  how­
e v e r ,  c a u s e s  a b a l a n c e  s h e e t  c l a s s i f i c a t i o n  p ro b le m  in  t h e  i n t e r i m  
w i t h  r e s p e c t  t o  t h e  d e f e r r e d  p o r t i o n  o f  t h e  c r e d i t .  Of t h e  s e v e r a l  
s o l u t i o n s  o f f e r e d  f o r  t h i s  d i lemma,  c o n s i d e r i n g  t h e  c r e d i t  a s  an 
a s s e t  r e d u c t i o n  seems m ost  r e a s o n a b l e  and i t  i s  a l s o  w o r k a b l e .
In  a d d i t i o n  to  t h e  i n v e s t m e n t  c r e d i t ,  t h e  t a x  law a l s o  p r o v i d e s  
a w i n d f a l l  b o nanza  to  t h e  c o r p o r a t i o n  which  r e p o r t s  an o p e r a t i o n  l o s s  
f o r  t a x  p u r p o s e s .  The o p e r a t i n g  l o s s  may be a p p l i e d  a g a i n s t  t h e  
t a x a b l e  income o f  t h e  t h r e e  p r e v i o u s  y e a r s ,  a n d ,  i f  n o t  used up, 
a g a i n s t  t h e  e a r n i n g s  o f  t h e  f i v e  s u c c e e d i n g  y e a r s .
The b e n e f i t s  d e r i v e d  from o p e r a t i n g  l o s s  c a r r y b a c k s  s h o u ld  be 
r e f l e c t e d  i n  t h e  f i n a n c i a l  s t a t e m e n t s  i n  t h e  y e a r  th e  l o s s  o c c u r r e d .  
Such a p r o c e d u r e  i s  b a s e d  on sound t h e o r e t i c a l  g r o u n d s  and h a s  met 
w i d e s p r e a d  a c c e p t a n c e .
P r e v a i l i n g  p r a c t i c e  i n  a c c o u n t i n g  f o r  t h e  t a x  l o s s  c a r r y o v e r  
i s  unsound  b o t h  on t h e o r e t i c a l  g ro u n d s  a s  w e l l  a s  from a u t i l i t a r i a n  
v i e w p o i n t  o f  f i n a n c i a l  r e p o r t i n g .  Whenever an e x p e c t e d  economic 
b e n e f i t  a r i s e s  from t h e  t a x  l o s s  c a r r y o v e r ,  a c c o u n t a n t s  have
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u n j u s t i f i a b l y  o m i t t e d  i t  from th e  l i s t  o f  b e n e f i t s  o r  a s s e t s  p o s s e s s e d  
by th e  f i r m .  In  b r i e f ,  t h e  b a l a n c e  s h e e t  a s p e c t s  o f  t a x  l o s s  c a r r y ­
o v e r s  h a v e  to o  lo n g  been  n e g l e c t e d .
The p r o c e d u r e s  s u g g e s t e d  in  t h i s  c h a p t e r  f o r  a c c o u n t i n g  f o r  
l o s s  c a r r y o v e r s  p r o v i d e  f o r  r e c o g n i z i n g  t h e  b e n e f i t  g a i n e d  from 
o p e r a t i n g  a t  a l o s s .  To th e  e x t e n t  t h a t  c o s t s  i n c u r r e d  g i v i n g  r i s e  
t o  a l o s s  a r e  r e c o v e r a b l e ,  and n o t  down th e  d r a i n  so t o  s p e a k ,  t h e s e  
c o s t s  s h o u ld  be  c a r r i e d  fo rw a rd  on t h e  b a l a n c e  s h e e t  a s  a s s e t s  t o  be  
m atched  a g a i n s t  t h e  l i a b i l i t y  a r i s i n g  from l a t e r  p r o f i t a b l e  y e a r s .
T h i s  p r o c e d u r e  t h e n  a c h i e v e s  a p r o p e r  m a tc h in g  o f  c o s t s  and r e v e n u e s  
by  r e q u i r i n g  t h a t  t h e  income t a x  r e d u c t i o n s  from th e  c a r r y o v e r  o f  
o p e r a t i n g  l o s s e s  be  r e l a t e d  to  t h e  y e a r s  i n  which  t h e  l o s s e s  o c c u r r e d .  
Thus ,  t h e  n e t  l o s s  o f  t h e  y e a r  i n  which th e  l o s s  o c c u r r e d ,  a s  w e l l  a s  
t h e  n e t  income o f  t h e  o t h e r  y e a r s  to  which  t h e  l o s s  i s  c a r r i e d ,  i s  
more a c c u r a t e l y  s t a t e d .  In  sum, t h e  r e c o g n i z i n g  a t a x  l o s s  c a r r y o v e r  
a s  an a s s e t ,  r e s u l t s  i n  more  e f f e c t i v e  f i n a n c i a l  r e p o r t i n g  w i t h i n  t h e  
framework  o f  e x i s t i n g  a c c o u n t i n g  t h e o r y .
CHAPTER VII
SUMMARY AND CONCLUSIONS
U n q u e s t i o n a b l y ,  t h e  f e d e r a l  income t a x  c h a r g e  h a s  become one of  
t h e  most  s i g n i f i c a n t  f i n a n c i a l  b u r d e n s  o f  U. S.  c o r p o r a t i o n s .  For 
t h i s  r e a s o n ,  t h e  income t a x  c o n se q u e n c e s  o f  a l l  a v a i l a b l e  a l t e r n a t i v e s  
become an i m p o r t a n t  c o n s i d e r a t i o n  o f  management i n  e v e r y  d e c i s i o n  in  
an a t t e m p t  t o  m i t i g a t e  th e  t a x  b u r d e n .  The s e l e c t i o n  o f  t h e  l e g a l  
form o f  b u s i n e s s  e n t e r p r i s e  i s  o f t e n  d e t e r m i n e d  by income t a x  
c o n s i d e r a t i o n s .  The income t a x  c o n se q u e n c e s  o f  each  c a p i t a l  i n v e s t ­
ment o p p o r t u n i t y  a r e  c a r e f u l l y  w e ig h ed .  In  s h o r t ,  t a x e s  i n f l u e n c e  
t o  a s i g n i f i c a n t  d e g r e e  t h e  day  to  day  m a n a g e r i a l  d e c i s i o n s  o f  any 
p r o f i t  s e e k i n g  c o r p o r a t i o n .
Summary o f  th e  Prob lem Area
A c t i o n s  o f  i n d i v i d u a l s  and g ro u p s  o f  i n d i v i d u a l s  o u t s i d e  of  
th e  management a r e n a  a r e  a l s o  i n f l u e n c e d  to  a l a r g e  e x t e n t  by the  
c o r p o r a t e  f e d e r a l  income t a x  c h a r g e .  Because  o f  t h e  m a t e r i a l i t y  o f  th e  
t a x  l e v y ,  t h e  r e p o r t e d  e a r n i n g s  o f  f i r m s  a r e  s i g n i f i c a n t l y  a f f e c t e d .  
I n v e s t o r s ,  s t o c k h o l d e r s ,  c r e d i t o r s ,  l a b o r  o r g a n i z a t i o n s  and g o v e rn ­
m e n ta l  b o d i e s  a l l  need to  be c l e a r l y  in fo rm ed  a s  t o  t h e  im pac t  o f  
f e d e r a l  income t a x e s  on th e  e n t e r p r i s e ' s  o p e r a t i o n s  o f  t h e  p a s t ,  
p r e s e n t  and f u t u r e .
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The p r e m i s e  o f  t h i s  s t u d y  i s  t h a t  f i n a n c i a l  a c c o u n t i n g  h a s  f a i l e d  
to  d e v e l o p  r e a l i s t i c ,  l o g i c a l  and p r a c t i c a l  s o l u t i o n s  to  t h e  p ro b lem s  
o f  r e p o r t i n g  t h e  f i n a n c i a l  im p a c t  o f  t h e  c o r p o r a t e  income t a x  c h a r g e ,  
when t h e r e  i s  a d i f f e r e n c e  i n  t im in g  o f  r e v e n u e  and d e d u c t i o n s  f o r  
a c c o u n t i n g  and  t a x  p u r p o s e s .  The p u r p o s e  o f  t h i s  i n v e s t i g a t i o n  ha s  
b e en  t o  d e t e r m i n e  t h e  a p p r o p r i a t e  r e p o r t i n g  t r e a t m e n t  o f  t h e  income 
t a x  c h a r g e  which  would b e s t  f u l f i l l  t h e  u t i l i t a r i a n  r o l e  o f  f i n a n c i a l  
r e p o r t i n g  t o  t h i r d  p a r t i e s  and a t  t h e  same t im e  be  c o n s i s t e n t  w i t h  
t h e  e x i s t i n g  framework  o f  a c c o u n t i n g  t h e o r y .
The T h e o r e t i c a l  S t r u c t u r e  o f  F i n a n c i a l  R e p o r t i n g
In  o r d e r  to  p r o v i d e  a framework  f o r  e v a l u a t i n g  e x i s t i n g  p r a c t i c e ,  
t h i s  s t u d y  f i r s t  h i g h l i g h t e d  t h e  key  a s p e c t s  o f :  (1) t h e  p u r p o s e  o f
f i n a n c i a l  r e p o r t i n g  and (2) t h e  t h e o r e t i c a l  s t r u c t u r e  o f  t h e  income 
s t a t e m e n t  and b a l a n c e  s h e e t .
P u r p o s e  o f  f i n a n c i a l  r e p o r t i n g . Many a c c o u n t a n t s  r e a d i l y  a g r e e  
t h a t  f i n a n c i a l  r e p o r t i n g  to  t h i r d  p a r t i e s  i s  a p r im e  r e s p o n s i b i l i t y  
o f  c o n te m p o r a r y  a c c o u n t i n g .  In  t u r n ,  t h e  p u r p o s e  o f  f i n a n c i a l  r e p o r t ­
i n g  i s  t o  p r e s e n t  i n  a c o n c i s e  form r e l i a b l e ,  r e l e v a n t  i n f o r m a t i o n  
c o n c e r n i n g  t h e  f i n a n c i a l  a f f a i r s  o f  an e n t e r p r i s e .
F i n a n c i a l  i n f o r m a t i o n  i s  c o n s i d e r e d  t o  be  r e l e v a n t  i f  i t  would 
i n f l u e n c e  t h e  d e c i s i o n  o f  t h e  u s e r  o f  t h e  d a t a .  T h e r e f o r e ,  i f  
f i n a n c i a l  r e p o r t s  a r e  to  f u l f i l l  t h e i r  u t i l i t a r i a n  r o l e ,  th e y  must 
p r e s e n t  a l l  s i g n i f i c a n t  f i n a n c i a l  e v e n t s  and c o n s e q u e n c e s  known a t  
t h e  t im e  o f  t h e  s t a t e m e n t  p r e p a r a t i o n  which  may i n f l u e n c e  t h e  r e a d e r
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i n  d e r i v i n g  c o n c l u s i o n s  c o n c e r n i n g  t h e  e a r n i n g  p o t e n t i a l  and p r e s e n t  
f i n a n c i a l  p o s i t i o n  o f  t h e  e n t e r p r i s e .
U n d e r ly in g  c o n c e p t s . In  o r d e r  t o  im plem ent  t h e i r  r e s p o n s i b i l i t y  
f o r  o b j e c t i v e ,  r e l i a b l e  f i n a n c i a l  s t a t e m e n t s ,  a c c o u n t a n t s  have  d e v i s e d  
s e v e r a l  u n d e r l y i n g  c o n c e p t s  and a s s u m p t i o n s  i n c l u d i n g  o b j e c t i v i t y ,  
c o n s e r v a t i s m ,  m a t e r i a l i t y ,  f u l l  d i s c l o s u r e ,  m a tc h in g  and g o in g  c o n c e r n .  
W hile  t h e  t o p i c  o f  r e p o r t i n g  income t a x e s  t o u c h e s  upon each  o f  t h e s e  
c o n c e p t s ,  two— m a tc h in g  and g o i n g  c o n c e r n - - p l a y  a key  r o l e .
M atch in g  i n v o l v e s  t h e  p r o c e s s  o f  d i v i d i n g  t h e  s t r e a m  o f  c o s t s  
i n c u r r e d  be tw een  th e  p r e s e n t  and th e  f u t u r e .  The c e n t r a l  theme of  
m a tc h in g  i s  t h a t  e x p i r e d  c o s t s  s h o u ld  be  a s s o c i a t e d  w i t h  c u r r e n t  
r e v e n u e s  i n  t h e  income s t a t e m e n t  w h i l e  u n e x p i r e d  c o s t s  s h o u ld  be 
a s s i g n e d  to  t h e  b a l a n c e  s h e e t  t o  be m a tched  a g a i n s t  t h e  incom ing  
r e v e n u e  s t r e a m  o f  s u b s e q u e n t  p e r i o d s .
The m a tc h in g  p r o c e s s ,  l i k e  many o t h e r  a c c o u n t i n g  c o n c e p t s ,  i s  
p r e d i c a t e d  upon t h e  c o n t i n u i t y  o f  e x i s t e n c e  a s s u m p t i o n ,  o f t e n  c a l l e d  
t h e  g o in g  c o n c e r n  c o n c e p t .  In  t h e  a b s e n c e  o f  c o n t r a r y  e v i d e n c e ,  t h e  
l i f e  o f  a b u s i n e s s  e n t e r p r i s e  i s  assumed to  be  i n d e f i n i t e .
The s t r u c t u r e  o f  f i n a n c i a l  r e p o r t s . In  a t t e m p t i n g  to  p o r t r a y  
t h e  f i n a n c i a l  p o s i t i o n  o r  c o n d i t i o n  o f  a f i r m ,  a c c o u n t a n t s  have  
d e v i s e d  a s t a t e m e n t ,  commonly known a s  t h e  b a l a n c e  s h e e t ,  which  i s  
d i v i d e d  i n t o  t h r e e  s e c t i o n s :  a s s e t s ,  l i a b i l i t i e s  and o w n e rs '  e q u i t y .
W hile  ow n e rs '  e q u i t y  i s  o n ly  i n d i r e c t l y  r e l e v a n t ,  a s s e t s  and l i a b i l ­
i t i e s  p l a y  a key  r o l e  i n  d e t e r m i n i n g  t h e  p r o p e r  p l a c e m e n t  o f  income 
t a x e s  on th e  b a l a n c e  s h e e t .
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B e f o r e  an i t e m  can  be  a p p r o p r i a t e l y  c l a s s i f i e d  a s  an a s s e t ,  i t  
must meet  two p r i n c i p a l  t e s t s :  (1) r e s u l t  from some c u r r e n t  o r  p a s t
t r a n s a c t i o n  and (2) p o s s e s s  some e x p e c t e d  f u t u r e  economic b e n e f i t .  
L i a b i l i t i e s  a r e  g e n e r a l l y  d e f i n e d  a s  c l a i m s  a g a i n s t  t h e  e n t e r p r i s e  
a r i s i n g  from p a s t  a c t i v i t i e s  o r  e v e n t s  which  r e q u i r e  c o r p o r a t e  
r e s o u r c e s  f o r  t h e i r  d i s c h a r g e .  In  t h i s  s t u d y  c e r t a i n  a c c o u n t s  a r i s i n g  
from income t a x  c o n s e q u e n c e s  o f  s e l e c t e d  t r a n s a c t i o n s  were  t e s t e d  
a g a i n s t  t h e s e  g e n e r a l l y  a c c e p t e d  d e f i n i t i o n s  f o r  a s s e t s  and l i a b i l i t i e s .
The N a tu r e  o f  t h e  C o r p o r a t e  Income Tax Charge
H i s t o r i c a l l y ,  a c c o u n t a n t s  have  been  d i v i d e d  i n  t h e i r  o p i n i o n  a s  
t o  w h e th e r  t h e  income t a x  c h a r g e  i s  a c o s t  o r  a d i s t r i b u t i o n  o f  p r o f i t ,  
l i k e  d i v i d e n d s .  B ecause  o f  t h e  i m p l i c a t i o n s  o f  e i t h e r  o p i n i o n  t h i s  
s t u d y  made a b r i e f  e x a m i n a t i o n  o f  t h e  a c c o u n t i n g  and economic n a t u r e  
o f  t h e  income t a x  c h a r g e  w i t h  t h e  hope  t h a t  such  an a n a l y s i s  may shed 
some l i g h t  on i t s  p r o p e r  t r e a t m e n t  i n  p e r i o d i c  f i n a n c i a l  s t a t e m e n t s .
The a c c o u n t i n g  n a t u r e  o f  t h e  t a x  c h a r g e . There  i s  some s u p p o r t  
f o r  t h e  v i e w p o i n t  t h a t  income t a x e s  a r e  a d i s t r i b u t i o n  o f  incom e.  The 
o p p o s in g  v i e w p o i n t  h o l d s  t h a t  income t a x e s  a r e  an e x p e n s e .  A c a r e f u l  
a n a l y s i s  o f  t h e  a rg u m e n t s  w h ich  a r e  p r e s e n t e d  i n  s u p p o r t  o f  b o t h  
p o s i t i o n s  r e v e a l s  t h a t  t h e  o n l y  c o n c l u s i o n  c o n s i s t e n t  w i t h  e x i s t i n g  
a c c o u n t i n g  t h e o r y  h o l d s  t h a t  t h e  a n n u a l  c o r p o r a t e  income t a x  c h a r g e  
i s  a c o s t  to  t h e  b u s i n e s s  and s h o u ld  be  t r e a t e d  a s  a r e v e n u e  d e d u c t i o n .
The economic n a t u r e  o f  t h e  c o r p o r a t e  income t a x  c h a r g e . S i m i l a r l y ,  
an e x a m i n a t i o n  o f  th e  economic n a t u r e  o f  t h e  c o r p o r a t e  income t a x  c h a r g e
*
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r e v e a l s  t h a t  t h e  o n l y  p o s i t i o n  c o n s i s t e n t  w i t h  c o n te m p o ra r y  economic  
a n a l y s i s  h o l d s  t h a t  th e  income t a x  i s  a c o s t  o f  d o i n g  b u s i n e s s .  The 
t a x  b a s e  i s ,  how ever ,  " a c c o u n t i n g "  p r o f i t s  r a t h e r  t h a n  "econom ic"  
p r o f i t s .  E c o n o m is t s  a r e  i n  g e n e r a l  a g re e m e n t  t h a t  t h e  c o r p o r a t e  income 
t a x  i s  n o t  s h i f t e d  i n  t h e  s h o r t  r u n ,  meaning  t h a t  t h e  s t o c k h o l d e r s  
m us t  b e a r  t h e  b u rd e n  o f  h i g h e r  t a x e s .
On t h e  o t h e r  hand ,  w h i l e  t h e r e  i s  some d i f f e r e n c e  o f  o p i n i o n ,  
many e c o n o m i s t s  do h o l d  t h a t  t h e  c o r p o r a t e  income t a x  i s  s h i f t e d  i n  
t h e  long  r u n .  These  c o n c l u s i o n s  h ave  i m p o r t a n t  i m p l i c a t i o n s  in  
c o n n e c t i o n  w i t h  t h e  c o r p o r a t e  income t a x  r a t e  c h a n g e s  which  t h e  U. S. 
economy i s  c u r r e n t l y  e x p e r i e n c i n g .  These  c o n c l u s i o n s  im ply  t h a t  any 
b a l a n c e  s h e e t  t a x  a c c o u n t  which i s  accuroula  t e d  o v e r  s e v e r a l  a c c o u n t i n g  
p e r i o d s  s h o u ld  be  a d j u s t e d  whenever  t h e  c o r p o r a t e  t a x  r a t e  i s  r e v i s e d .
S in c e  an e x a m i n a t i o n  o f  t h e  a c c o u n t i n g  and economic n a t u r e  o f  t h e  
c o r p o r a t e  income t a x  r e v e a l s  t h a t  i t  i s  a b u s i n e s s  c o s t ,  t h e n  i t  
f o l l o w s  t h a t  such  a c h a r g e  s h o u l d  b e  r e f l e c t e d  a s  a r e v e n u e  d e d u c t i o n  
i n  d e t e r m i n i n g  t h e  n e t  income f i g u r e .  T h i s  c o n c l u s i o n  i s  c o n s i s t e n t  
w i t h  e x i s t i n g  a c c o u n t i n g  and economic a n a l y s i s  and  a c h i e v e s  t h e  
u t i l i t a r i a n  p u r p o s e  o f  f i n a n c i a l  r e p o r t i n g  i n  t h a t  t h e  e a r n i n g  power 
o f  t h e  e n t e r p r i s e  i s  more c l e a r l y  r e f l e c t e d  t o  e x t e r n a l  u s e r s  o f  t h e  
e a r n i n g s  s t a t e m e n t .
I n t r a p e r i o d  a l l o c a t i o n . One t e c h n i q u e  commonly u sed  i n  c e r t a i n  
i n s t a n c e s  f o r  r e p o r t i n g  income t a x e s  i s  r e f e r r e d  to  a s  i n t r a p e r i o d  
t a x  a l l o c a t i o n .  The o b j e c t i v e  o f  i n t r a p e r i o d  a l l o c a t i o n  i s  to  
a s s o c i a t e  t h e  t a x  e f f e c t s  w i t h  t h e  u n u s u a l  i t e m s  c a u s i n g  t h e  income
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t a x  t o  be d i f f e r e n t  from t h a t  computed on norm a l  o p e r a t i o n s .  The 
r a t i o n a l e  o f  such  a l l o c a t i o n  p r o c e d u r e s  i s  an a t t e m p t  t o  p r o v i d e  a n e t  
income from no rm a l  a c t i v i t i e s  which  i s  n e i t h e r  i n f l a t e d  by a t a x  
b e n e f i t  n o r  d e f l a t e d  by a t a x  p e n a l t y  a s  a r e s u l t  o f  e x t r a o r d i n a r y  
i t e m s .  A c c o r d i n g l y ,  i t  seems t h a t  i n t r a p e r i o d  a l l o c a t i o n  i s  a s t e p  
tow ard  i n c r e a s i n g  th e  u t i l i t a r i a n  r o l e  o f  income r e p o r t i n g .
The Theory  o f  I n t e r p e r i o d  Tax A l l o c a t i o n
W i th o u t  d o u b t ,  i n t e r p e r i o d  t a x  a l l o c a t i o n  i s  one o f  t h e  m o s t ,  i f  
n o t  t h e  m o s t ,  s i g n i f i c a n t  i s s u e s  a t  s t a k e  to d ay  i n  r e p o r t i n g  income 
t a x e s  i n  f i n a n c i a l  s t a t e m e n t s .  I n t e r p e r i o d  t a x  a l l o c a t i o n  demands a 
c a r e f u l  and p e n e t r a t i n g  a n a l y s i s  b e c a u s e  i t s  p r a c t i c e  i n  most i n s t a n c e s  
ha s  a m a t e r i a l  im p a c t  upon b o th  t h e  r e p o r t e d  e a r n i n g s  b e tw een  y e a r s  and 
t h e  r e p o r t e d  f i n a n c i a l  p o s i t i o n  o f  t h e  f i r m .  The q u e s t i o n  o f  i n t e r ­
p e r i o d  t a x  a l l o c a t i o n  a r i s e s  i n  s i t u a t i o n s  w here  t h e r e  a r e  d i f f e r e n c e s  
i n  t i m i n g  o f  r e v e n u e  and d e d u c t i o n s  f o r  t a x  p u r p o s e s  and a c c o u n t i n g  
p u r p o s e s .  At t h e  p r e s e n t  t im e ,  t h e r e  i s  much s u p p o r t  f o r  b o th  
a l l o c a t i o n  and n o n a l l o c a t i o n .
Arguments  a g a i n s t  a l l o c a t i o n . A f t e r  c a r e f u l l y  e v a l u a t i n g  t h e  
a rg u m e n ts  o f f e r e d  i n  o p p o s i t i o n  to  i n t e r p e r i o d  a l l o c a t i o n ,  t h i s  s t u d y  
c o n c l u d e s  t h a t  such  o p p o s i t i o n  r e s t s  p r i m a r i l y  on t h r e e  p r o p o s i t i o n s :
(1) i n t e r p e r i o d  t a x  a l l o c a t i o n  i s  s im p ly  an income n o r m a l i z a t i o n  
d e v i c e  and a s  such  s h o u ld  be r e j e c t e d ;  (2) t h e  t a x  d e f e r r a l  i s  p e rm a n en t  
and  t h e r e f o r e  s h o u l d  n o t  be  r e c o g n i z e d  i n  t h e  a c c o u n t s ;  and  (3) t a x  
a l l o c a t i o n  a c c o u n t i n g  i n v o l v e s  to o  much s u b j e c t i v i t y  and u n c e r t a i n t y ,  
and f o r  t h i s  r e a s o n  a c c o u n t a n t s  s h o u ld  have  no p a r t  o f  such  t e c h n i q u e s .
175
Arguments  f o r  i n t e r p e r i o d  t a x  a l l o c a t i o n . Each o f  t h e  a rg u m en ts  
advanced  a g a i n s t  a l l o c a t i o n ,  how ever ,  s h o u ld  be c a r e f u l l y  e v a l u a t e d  
w i t h i n  t h e  framework  o f  e x i s t i n g  a c c o u n t i n g  t h e o r y  and a t  t h e  same t im e ,  
k e e p i n g  i n  mind t h e  p u r p o s e  o f  f i n a n c i a l  r e p o r t i n g .
F i r s t ,  t a x  e f f e c t  a c c o u n t i n g  i s  f i r m l y  b a se d  i n  c o n te m p o r a r y  
a c c o u n t i n g  t h e o r y  f o r  such  p r o c e d u r e s  s im p ly  a c h i e v e s  t o  a more p r e c i s e  
d e g r e e  an e q u i t a b l e  m a tc h in g  o f  e x p e n s e s  and r e v e n u e s .  In  a d d i t i o n ,  
t a x  a l l o c a t i o n  more a c c u r a t e l y  r e f l e c t s  t h e  e a r n i n g  power o f  t h e  
e n t e r p r i s e .  T h e r e f o r e ,  t h e  c o n t e n t i o n  t h a t  i n t e r p e r i o d  t a x  a l l o c a t i o n  
i s  an income n o r m a l i z a t i o n  d e v i c e  i s  w i t h o u t  b a s i s .  I f  t a x  e f f e c t  
a c c o u n t i n g  i s  found g u i l t y  o f  t h i s  c h a r g e ,  t h e n  many o t h e r  a c c o u n t i n g  
t r e a t m e n t s  must l i k e w i s e  be  condemned.
The a rg u m en t  t h a t  s i n c e  t a x  d e f e r r a l s  a r e  p e rm a n e n t  t h e y  do n o t  
need r e c o g n i t i o n  i n  t h e  a c c o u n t s  i s  a l s o  u n f o u n d e d .  The c o n c l u s i o n s  
r e a c h e d  i n  t h i s  s t u d y  a r e  t h a t  t a x  d e f e r r a l s  a r e  no more p e rm a n en t  t h a n  
a c c o u n t s  p a y a b l e  o r  e q u ip m e n t  a c c o u n t s .  T he re  a r e  c o n t i n u o u s  a d d i t i o n s  
and r e d u c t i o n s  t o  t h e  d e f e r r e d  t a x  a c c o u n t  a n d ,  t h e r e f o r e ,  do need  
a c c o u n t i n g  r e c o g n i t i o n .
F i n a l l y ,  t h e  a rg u m en t  t h a t  t a x  d e f e r r a l  a c c o u n t i n g  i s  p l a g u e d  
w i t h  to o  much s u b j e c t i v i t y  and u n c e r t a i n t y  d o e s  n o t  p r o v i d e  enough 
c o n v i n c i n g  e v i d e n c e  to  w a r r a n t  r e j e c t i n g  t h i s  method o f  s h a r p e n i n g  
t h e  d e t e r m i n a t i o n  o f  n e t  income. I n t e r p e r i o d  t a x  a l l o c a t i o n  i s  
e a s i l y  embraced by e x i s t i n g  a c c o u n t i n g  t h e o r y  and d o es  a d v an c e  t h e  
u t i l i t y  o f  f i n a n c i a l  r e p o r t i n g ,  p a r t i c u l a r l y  income r e p o r t i n g .
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The P r a c t i c e  o f  I n t e r p e r i o d  Tax A l l o c a t i o n
One o f  t h e  p r i n c i p a l  p ro b lem s  a s s o c i a t e d  w i t h  t h e  p r a c t i c e  of  
i n t e r p e r i o d  t a x  a l l o c a t i o n  i s  t h e  p r o p e r  c l a s s i f i c a t i o n  o f  th e  
r e s u l t i n g  t a x  d e f e r r a l  a c c o u n t s .  C o n v e n t i o n a l  a c c o u n t i n g  t h e o r y  h o l d s  
t h a t  a l l  b a l a n c e  s h e e t  a c c o u n t s  must  be  c l a s s i f i e d  a s  a s s e t s ,  l i a b i l ­
i t i e s  o r  o w n e r s '  e q u i t y .  Any o t h e r  c l a s s i f i c a t i o n  scheme would be i n  
v i o l a t i o n  o f  t h e  b a s i c  b a l a n c e  s h e e t  e q u a t i o n  o f  a s s e t s  e q u a l s  
l i a b i l i t i e s  p l u s  o w n e rs '  e q u i t y .  T h e r e f o r e ,  any p r o p o s a l  t o  c l a s s i f y  
t h e  d e f e r r e d  t a x  c r e d i t  a s  a s e p a r a t e  s e c t i o n  b e tw een  l i a b i l i t i e s  and 
o w n e rs '  e q u i t y  i s  w i t h o u t  t h e o r e t i c a l  s u p p o r t .
D e f e r r e d  t a x  c r e d i t s  a s  l i a b i l i t i e s .  Many a c c o u n t a n t s  h o l d  t h a t  
d e f e r r e d  t a x  c r e d i t s  s h o u ld  be c l a s s i f i e d  a s  l i a b i l i t i e s .  However,  
t h i s  p r o p o s a l  i s  a l s o  r e j e c t e d  b e c a u s e  such  an a c c o u n t  d o es  n o t  
q u a l i f y  a s  a l i a b i l i t y  a s  l i a b i l i t i e s  a r e  g e n e r a l l y  d e f i n e d .  As o f  
a s p e c i f i c  b a l a n c e  s h e e t  d a t e ,  t h e  d e f e r r e d  t a x  c r e d i t  d o es  n o t  
r e p r e s e n t  a c l a i m  a g a i n s t  t h e  a s s e t s  o f  t h e  e n t e r p r i s e  f o r  goods or  
s e r v i c e s .  I t  does  n o t  r e p r e s e n t  a l e g a l  o b l i g a t i o n .
D e f e r r e d  t a x  d e b i t s  a s  a s s e t s . T u r n in g  t o  d e f e r r e d  t a x  d e b i t s ,  
numeious  a c c o u n t a n t s  f e e l  t h a t  su ch  i t e m s  s h o u ld  be  r e p o r t e d  a s  a s s e t s  
when su ch  a c c o u n t s  a r i s e  from t h e  t a x  r e v e n u e  i n i t i a l l y  e x c e e d i n g  t h e  
amount o f  r e v e n u e  r e c o g n i z e d  f o r  a c c o u n t i n g  p u r p o s e s .  A g a in ,  such  a 
p r o p o s a l  i s  c o n t r a r y  t o  t h e  g e n e r a l l y  a c c e p t e d  d e f i n i t i o n  f o r  a s s e t s .
Tax d e f e r r a l s  a s  o f f s e t s . The r eco m m en d a t io n  o f  t h i s  s t u d y  i s  
t h a t  t h e  d e f e r r e d  t a x  a c c o u n t s  a r i s i n g  from t i m i n g  d i f f e r e n c e s  s h o u ld  
be  r e l a t e d  to  t h e  a c c o u n t  which  g ave  r i s e  t o  t h e  d e f e r r a l  i n  t h e  f i r s t
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i n s t a n c e .  Such a t r e a t m e n t  i s  n o t  o n ly  c o n s i s t e n t  w i t h  e x i s t i n g  
a c c o u n t i n g  t h e o r y ,  b u t  a l s o  r e s u l t s  i n  more i n f o r m a t i v e  r e p o r t i n g  th a n  
h e r e t o f o r e  has  g e n e r a l l y  been  p r a c t i c e d .
A c c o u n t in g  f o r  t a x  r a t e  c h a n g e s . R ec e n t  c o r p o r a t e  t a x  r a t e  chan g es  
have  c a u s e d  one f u r t h e r  c o n s i d e r a t i o n  in  r e g a r d  to  t a x  a l l o c a t i o n .
T h a t  i s  t h e  q u e s t i o n  o f  w h e th e r  o r  n o t  t h e  d e f e r r e d  t a x  a c c o u n t  sh o u ld  
be  a d j u s t e d  in  t h e  f a c e  o f  t a x  r a t e  c h a n g e s .  T h i s  s t u d y  c o n c l u d e s  t h a t  
due  to  t h e  i n h e r e n t  n a t u r e  o f  t h e  d e f e r r a l ,  n o t  t o  r e c o r d  an a d j u s t m e n t  
i n  t h e  c a s e  o f  t a x  r a t e  c h an g e s  would be  q u i t e  i n a p p r o p r i a t e .  A
s i m p l e ,  e a s i l y  u n d e r s t o o d  and s t r a i g h t f o r w a r d  t e c h n i q u e  i s  a v a i l a b l e
t o  a c c o u n t a n t s  f o r  t h i s  p u r p o s e .
The I n v e s t m e n t  Tax C r e d i t
I t  i s  g e n e r a l l y  a g r e e d  t h a t  t h e  r o l e  o f  t h e  i n v e s t m e n t  t a x  
c r e d i t  i n  f i n a n c i a l  r e p o r t i n g  i s  i n  a s t a t e  o f  c o n f u s i o n  a t  t h i s  t im e .
A common g round  f o r  t h i s  i s s u e  i s  y e t  t o  be fo u n d .  The two p r e v a i l i n g  
o p i n i o n s  a r e  t h a t :  (1) t h e  i n v e s t m e n t  t a x  c r e d i t  s h o u ld  be t r e a t e d
a s  a t a x  e x p en se  r e d u c t i o n  i n  t h e  y e a r  o f  t h e  a s s e t  a c q u i s i t i o n  o r
(2) t h a t  th e  i n v e s t m e n t  c r e d i t  b e n e f i t  s h o u ld  be  s p r e a d  o u t  o v e r  t h e  
l i f e  o f  t h e  a s s e t .  A c c o u n t in g  t h e o r y  seems to  be on t h e  s i d e  o f  t h e  
l a t t e r  p r o p o s a l .  The m a n a g e r i a l  d e c i s i o n  to  p u r c h a s e  t h e  a s s e t  i s  
presumed t o  have  been  made w i t h  f u l l  a w a re n e s s  o f  a l l  t h e  b e n e f i t s  
a c q u i r e d ,  i n c l u d i n g  t h e  t a x  c r e d i t  b e n e f i t .  T h e r e f o r e ,  t h e s e  p u r c h a s e d  
b e n e f i t s  sh o u ld  be  a l l o c a t e d  a s  n e a r l y  a s  p o s s i b l e  o v e r  t h e  p r o d u c t i v e  
l i f e  o f  t h e  a s s e t .
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Net  O p e r a t i n g  Loss  C a r r y b a c k s  and C a r r y o v e r s
T h i s  s t u d y  c o n c l u d e s  t h a t  p r e v a i l i n g  a c c o u n t i n g  p r a c t i c e  and t h e o r y  
c o n c e r n i n g  th e  a c c o u n t i n g  f o r  n e t  o p e r a t i n g  l o s s  c a r r y b a c k s  i s  sound .
I n  a c c o u n t i n g  f o r  n e t  o p e r a t i n g  l o s s  c a r r y o v e r s ,  how ever ,  a c c o u n t ­
in g  p r a c t i c e  has  a b d i c a t e d  i t s  r e s p o n s i b i l i t y .  W hile  many t im e s  l o s s  
c a r r y o v e r s  a r e  th e  most v a l u a b l e  a s s e t s  f i r m s  p o s s e s s ,  such  i n f o r m a t i o n  
i s  tu c k e d  away i n  a h a r d  t o  f i n d ,  and h a r d  t o  u r d e r s t a n d ,  f o o t n o t e ,  
i f  r e p o r t e d  a t  a l l .  To t h e  e x t e n t  t h a t  o p e r a t i n g  l o s s  c a r r y o v e r s  
p o s s e s s  e x p e c t e d  f u t u r e  economic b e n e f i t s  v i a  t a x  r e d u c t i o n s ,  th e y  
s h o u ld  t ^  r e p o r t e d  a s  a s s e t s .  Such a t r e a t m e n t  i s  c o n s i s t e n t  w i t h  
c o n te m p o ra r y  a c c o u n t i n g  t h e o r y  and a c h i e v e s  a g r e a t e r  d e g r e e  o f  u t i l i t y  
i n  f i n a n c i a l  r e p o r t i n g .
I n  summary, t h i s  s t u d y  h a s  i n t e n s i v e l y  r e v i e w e d  s e v e r a l  h i g h l y  
i m p o r t a n t  a r e a s  where  c o r p o r a t e  income t a x e s  h a v e  a s i g n i f i c a n t  im p ac t  
upon t h e  r e s u l t s  o f  f i n a n c i a l  r e p o r t i n g .  In  each  c a s e  p r e v a i l i n g  
v i e w p o i n t s  and p r a c t i c e s  were  c a r e f u l l y  a n a l y z e d ,  s y n t h e s i z e d ,  
i n v e s t i g a t e d  and e v a l u a t e d .  An a t t e m p t  was made to  d e t e r m i n e  f i r s t ,  
i f  t a x  e f f e c t  a c c o u n t i n g  i s  i n  a c c o r d a n c e  w i t h  c o n te m p o r a r y  a c c o u n t i n g  
t h e o r y  and s e c o n d ,  i f  p r e v a i l i n g  p r a c t i c e  f u l f i l l s  t h e  u t i l i t a r i a n  
r o l e  o f  f i n a n c i a l  r e p o r t i n g  to  t h e  f u l l e s t  e x t e n t  p o s s i b l e .
The r e s u l t s  o f  t h i s  i n v e s t i g a t i o n  s u g g e s t s  t h a t  t h e  r o l e  a c c o r d e d  
c o r p o r a t e  f e d e r a l  income t a x e s  i n  f i n a n c i a l  a c c o u n t i n g  i n  many 
i n s t a n c e s  h a s  b e en  u n r e a l i s t i c ,  i n c o n s i s t e n t  and  i n a d e q u a t e .  Inasmuch 
a s  g o v e r n m e n ta l  e x p e n d i t u r e s  a r e  e v e r  mushrooming i n t o  a l l - t i m e  h i g h s ,  
and inasm uch a s  t h e  income t a x  i s  th e  c h i e f  r e v e n u e  p r o d u c e r  u sed  to
f i n a n c e  t h e s e  r e c o r d  b r e a k i n g  g o v e r n m e n t a l  e x p e n d i t u r e s ,  t h e  f e d e r a l  
c o r p o r a t e  income t a x  c h a r g e  w i l l  c o n t i n u e  to  h a v e  a s i g n i f i c a n t  
im p a c t  upon f i n a n c i a l  r e p o r t i n g .  I t  b eh o o v es  t h e  a c c o u n t i n g  p r o ­
f e s s i o n  to  r e s o l v e  a l l  s i g n i f i c a n t  a r e a s  o f  c o n f l i c t  i n  r e p o r t i n g  
income t a x  c o n s e q u e n c e s  a s  w e l l  a s  improve  i t s  r e p o r t i n g  t e c h n i q u e s  
k e e p i n g  in  mind a t  a l l  t im e s  t h e  p r i n c i p a l  u s e r s  and u s e s  o f  t h e  
f i n a n c i a l  d a t a .
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Upon b e i n g  awarded  t h e  Humble O i l  6c R e f i n i n g  Company F e l l o w s h i p  
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He r e c e i v e d  th e  d e g r e e  o f  M as te r  o f  S c i e n c e  i n  A c c o u n t in g  i n  A u g u s t ,  
1962.
In  S e p tem b er ,  1962, he  r e - e n r o l l e d  i n  th e  G r a d u a t e  Schoo l  o f  
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